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Antitrust Legislation Affecting Bank 
Mergers 


CARL W. FUNK* 
Philadelphia 


During the last two years the Congress of the United States 
has given a great deal of thought to enacting new legislation ex- 
tending the scope of the antitrust laws as they apply to bank 
mergers; and it seems highly likely that some new statute on 
this subject will be adopted during the present session. The 
American Bar Association, at its last two midwinter meetings, 
has also shown its concern with the problem. Accordingly, a 
review of existing legislatior and of the proposals made up to 
the present time seems in order. 

In this article the term “merger” will be used, in the interest 
of brevity, to refer not only to technical mergers of two or more 
banks, but also to consolidations of banks and to transactions 
involving the acquisition by one bank of the assets of another 
bank and the assumption of the latter’s liabilities. 


EXISTING LEGISLATION 


The most important federal legislation applying to bank 
mergers is found in the Sherman Act, the Clayton Act, the 
various acts relating to the merger of two or more national 
banks and of national and state banks, and the Federal Deposit 
Insurance Act. 

Sections 1 and 2 of the Sherman Antitrust Act, 15 U.S.C. 1, 
provide in part: 

This article is reprinted with the permission of the editors of THE BUSINESS LAW- 
YER, a publication of the Section of Corporation, Banking and Business Law of the 


American Bar Association. 
* Member of the council of the Section and chairman of the Committee on State Banks. 
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Every contract, combination in the form of trust or otherwise, 
or conspiracy, in restraint of trade or commerce among the several 
States, or with foreign nations, is declared to be illegal: Provided 


Every person who shall monopolize, or attempt to monopolize, 
or combine or conspire with any other person or persons, to mon- 
opolize any part of the trade or commerce among the several States, 
or with foreign nations, shall be deemed guilty of a misdemeanor. 


This statute applies to all mergers, but has had little practical 
effect in the banking field. It is generally considered necessary, 
in order to show that the Sherman Act has been violated, to 
prove that a merger has actually had or will actually have the 
effect of restraining competition or creating a monopoly. The 
practical difficulties of undoing a consummated bank merger 
are in themselves sufficiently great so that it seems unlikely that 
the Sherman Act will be invoked. No proceedings under the 
Sherman Act have been instituted against a bank merger up to 
the present time. 


Section 7 of the Clayton Act, 15 U.S.C. 18, the first two 
sentences of which seem redundant, provides in part: 


No corporation engaged in commerce shall acquire, directly or 
indirectly, the whole or any part of the stock or other share capital 
and no corporation subject to the jurisdiction of the Federal Trade 
Commission shall acquire the whole or any part of the assets of an- 
other corporation engaged also in commerce, where in any line of 
commerce in any section of the country, the effect of such acquisi- 
tion may be substantially to lessen competition, or to tend to create 
a monopoly. 

No corporation shall acquire, directly or indirectly, the whole 
or any part of the stock or other share capital and no corporation 
subject to the jurisdiction of the Federal Trade Commission shall 
acquire the whole or any part of the assets of one or more corpora- 
tions engaged in commerce, where in any line of commerce in 
any section of the country, the effect of such acquisition, of such 
stocks or assets, or of the use of such stock by the voting or granting 
of proxies or otherwise, may be substantially to lessen competition, 
or to tend to create a monopoly. 


The Clayton Act likewise has had little or no effect upon bank 
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mergers. The first clause of each sentence relates to one cor- 
poration acquiring control of another by purchase of the latter's 
stock. Since the right of both national and state banks to pur- 
chase shares of stock is drastically limited, this method has rarely 
if ever been used to effectuate a bank merger. The remainder 
of each sentence, relating to the acquisition of assets, is limited 
to corporations subject to the jurisdiction of the Federal Trade 
Commission. Under section 11 of the Clayton Act, 15 U.S.C. 21, 
banks are subject to the jurisdiction of the Board of Governors 
of the Federal Reserve System, and banks are likewise expressly 
excepted from sections 5 and 6 of the Federal Trade Commission 
Act, 15 U.S.C. 45, 46. Hence, this prohibition does not apply 
to them. 

The act of November 7, 1918, as amended, 12 U.S.C. 32, 
requires that the Comptroller of the Currency approve a merger 
between two or more national banks before it can be effected. 
Sections 3 and 4 of this act, 12 U.S.C. 34a, 34b, likewise provide 
for approval by the Comptroller where a state bank merges into 
a national bank. The act of August 17, 1950, 12 U.S.C. 214, 
relating to the merger of a national bank into a state institution, 
does not provide for approval by the Comptroller, but of course 
such a merger must be approved by some state official. Section 
18(c) of the Federal Deposit Insurance Act, 12 U.S.C. 1828(c), 
requires federal approval of any merger involving an insured 
and a noninsured bank, or involving the merger of an insured 
bank into an insured state bank if the capital and surplus of 
the resulting bank are less than the aggregate of the capital and 
surplus of the participants. However, in many mergers the 
capital and surplus of the resulting bank are equal to or in excess 
of the capital and surplus of the constituent institutions, and 
hence no F.D.I.C. approval is required, None of the provisions 
of the Federal Reserve Act specifically deals with mergers, but 
usually Federal Reserve Board approval must be obtained under 
Regulation H for the maintenance of the branches by the re- 
sulting bank. Neither the acts on mergers involving national 
banks nor the Federal Deposit Insurance Act specifies any com- 
petitive factors which the Comptroller or the Corporation must 
take into consideration when they are required to pass upon a 
merger. 
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There have been very few instances where banks have been 
defendants in proceedings brought under the antitrust acts, and 
there have been no instances where a proceeding has been in- 
stituted claiming that a merger of two or more banks was in 
violation of the antitrust laws. The cases most often thought 
of when the effect of the antitrust laws on banks is under dis- 
cussion are Transamerica Corp. v. Board of Governors, 206 F. 
(2d) 163 (1953), where the defendant was a bank holding com- 
pany rather than an operating bank; United States of America 
v. Morgan, et al., 118 F.Supp. 621 (1953), where the defendants 
were all investment bankers rather than commercial banks or 
trust companies; and United States v. The Mortgage Conference 
of New York, et al., 1948-1949 Trade Cases 62,273, and United 
States v. Chicago Mortgage Bankers Association, et al., 123 
F.Supp. 251 (1954), where certain commercial banks were 
among the defendants but where the question related to their 
practices in lending on the security of real estate mortgages. 


PROPOSALS DURING THE 
EIGHTY-FOURTH CONGRESS 


A number of measures affecting the competitive phases of 
bank mergers were introduced into the last session of Congress, 
and while none of them was adopted, they have great historical 
significance, because they were the forerunners of bills that 
are pending today. The most important were the following. 


H. R. 2115 was introduced into the House by Mr. Celler, on 
January 13, 1955. It would have amended the Federal Deposit 
Insurance Act by requiring the prior approval of any bank mer- 
ger by the Comptroller, the Federal Reserve Board, or the 
Federal Deposit Insurance Corporation, depending on the sta- 
tus of the resulting bank. It specified that these officials should 
consider not only the financial factors involved, but also whether 
the effect of the merger might be “to lessen competition unduly 
or to tend unduly to create a monopoly.” This bill, which re- 
mained in committee, might be looked upon as the grandfather 
of the Fulbright bill and section 23 of Title III of the proposed 
Financial Institutions Act of 1957, which are discussed below. 


H. R. 5948 was introduced on May 2, 1955, also by Mr. 
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Celler. It would have amended the Clayton Act so as to prohibit 
any bank merger, the effect of which might be “substantially to 
lessen competition or to tend to create a monopoly.” This 
measure passed the House of Representatives, and was in the 
Senate Committee on the Judiciary when Congress adjourned. 


S. 2075, introduced by Senator Sparkman on May 25, 1955, 
would likewise have amended the Clayton Act so as to prohibit 
bank mergers, the effect of which would be to substantially 
lessen competition or to tend to create a monopoly. In addition, 
it would have required all banks and other corporations to give 
the Attorney General and the Federal Trade Commission ninety 
days’ prior notice of any proposed merger if any party thereto 
had capital, surplus and undivided profits of more than $1,000,- 
000. It provided that the failure of the Attorney General or 
the Federal Trade Commission to interpose objection to the 
merger should not bar the institution at any time of any action 
or proceeding with respect to it under any provision of law. 
This bill remained in the committee on the Judiciary, to which 
it was referred. 


H. R. 9424, another bill introduced by Mr. Celler on Febru- 
ary 20, 1956, would have amended the Clayton Act so as to 
apply the “substantiality standard” to bank mergers, and to re- 
quire banks and other corporations to give ninety days’ prior 
notice of a proposed merger where the parties had combined 
capital, surplus and undivided profits in excess of $10,000,000. 
Under this bill, the notice would have been given to the At- 
torney General and the commission or board having jurisdiction 
over such parties under the Clayton Act, which in the case of 
banks would be the Federal Reserve Board. The bill would 
have permitted the Board, after consultation with and approval 
of the Attorney General, to establish procedures for the waiver 
of all or part of the notice requirement in appropriate cases. It 
gave the Federal Trade Commission greater power than it now 
possesses to enjoin a contemplated merger where one of the 
parties was subject to its jurisdiction, but this apparently would 
not have affected banks, since they are not under the jurisdiction 
of that body. This bill passed the House and then, together with 
S. 3341 and S. 3424, which are discussed below, was the subject 
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of extensive hearings before the Committee on the Judiciary 
of the Senate. It was reported to the Senate on July 27, 1956, 
with very drastic amendments, which made its provisions on 
bank mergers similar to those of H. R. 2115 and of S. 3911, which 
is also discussed below. No further action was taken. 

S. 3341, introduced by Senators Sparkman and Humphrey 
on March 1, 1956, was quite similar to S. 2075, but contained 
certain exceptions not found in the earlier measure. It likewise 
remained in the Committee on the Judiciary. 

S. 3424, introduced by Senator Watkins on March 12, 1956, 
would have also amended the Clayton Act by applying the 
“substantiality standard” to bank mergers and by requiring nine- 
ty days’ prior notice of any proposed merger of banks or other 
corporations where the combined capital, surplus and undivided 
profits of the participants were in excess of $10,000,000. It re- 
mained in the Committee on the Judiciary. 

Finally, S. 3911, introduced by Senators Fulbright and Cape- 
hart on May 23, 1956, would have amended the Federal Deposit 
Insurance Act so as to require the approval of any merger in- 
volving a national, state member or nonmember insured bank 
by the Comptroller of the Currency, the Federal Reserve Board, 
or the Federal Deposit Insurance Corporation, depending on the 
status of the resulting institution. It provided that the appro- 
priate agency should take into consideration whether the effect 
of the merger would be to lessen competition “unduly” or to 
tend “unduly” to create a monopoly. It would have required 
each agency to seek the views of the other two with respect to 
this question, and, at its discretion, the opinion of the Attorney 
General. This measure passed the Senate and remained in the 
House Committee on Banking and Currency when Congress 
adjourned. 


CURRENT PROPOSALS 
As soon as the Eighty-fifth Congress convened, new bills 
were introduced incorporating many of the features of the 
earlier measures. This article describes the legislative situation 
which existed on April 29, 1957. 
S. 198, introduced by Senator O’Mahoney, S. 722, introduced 
by Senator Sparkman, H. R. 264, introduced by Mr. Keating, 
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and H. R. 2143, introduced by Mr. Celler, each would amend 
the Clayton Act so as to prohibit any bank merger the effect 
of which may be substantially to lessen competition, or to tend 
to create amonopoly. Each of these bills would likewise require 
notice of a proposed bank merger to be given to the Federal 
Reserve Board and the Attorney General a specified number 
of days prior to its consummation where the combined capital, 
surplus and undivided profits of the parties to the merger are 
in excess of $10,000,000, the time being 20 days in the case of 
S. 198, 60 days in the case of S. 722 and H. R. 2143, and 90 days 
in the case of H. R. 264. Procedures for the waiver of this notice 
may be established with the approval of the Attorney General. 
Each bill also contains provisions exempting from the notice 
requirements certain transactions of relatively modest size. All 
except H. R. 264 also exempt from the notice requirements (but 
not from the substantiality test) any merger which, under any 
specific provision of law, requires the approval in advance of a 
commission or board or other agency of the United States, and 
when so approved is exempt under any specific provision of law 
from the provisions of the notice requirements of the bill. This 
last exemption obviously contemplates the enactment of addi- 
tional legislation. Each bill specifies that the failure of the 
Attorney General or other agency to object to a proposed merger 
does not bar the institution at any time of any action or pro- 
ceeding with respect to the merger under any provision of law. 
Hence a merger consummated after notice and the expiration 
of the full waiting period would have no immunity, and would 
still be vulnerable to attack by the government. 


On the other hand, section 23 of Title III of the proposed 
Financial Institutions Act of 1957, S. 1451, which was introduced 
by Senator Robertson on March 4, 1957, follows the approach 
of the Fulbright bill. The Financial Institutions Act, sometimes 
called the “Omnibus Bill,” is a comprehensive revision and re- 
enactment of the National Bank Act, the Federal Reserve Act, 
the Federal Deposit Insurance Act, and certain other statutes. 
Most of its provisions are not controversial and are intended 
merely to clarify existing law, to make minor changes, or to 
delete clauses which have become obsolete. 
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Section 23 of Title III, however, squarely raises the question 
of how Congress should deal with the competitive aspects of 
bank mergers. It amends the Federal Deposit Insurance Act 
to provide that no insured bank shall merge with any other 
insured bank without the prior written consent of the Comp- 
troller, if the resulting bank is a national bank, or of the Federa! 
Reserve Board, if the resulting bank is a state member bank, 
or of the F.D.I.C., if the resulting bank is a nonmember insured 
bank. The appropriate agency must take into consideration not 
only the financial factors involved in such a merger, such as the 
history and condition of the institutions involved, the adequacy 
of their capital structures, their future earnings prospects, the 
general character of their management, and the convenience 
and needs of the communities in which they are located, but 
also whether the effect of the merger may be to lessen com- 
petition unduly or to tend unduly to create a monopoly. Each 
agency must seek the views of the other two agencies with 
respect to the competitive aspects of the proposed merger; and 
each agency may, but is not required to, request the opinion 
of the Attorney General with respect to this question. The 
Financial Institutions Act was passed by the Senate on March 
21, 1957, and is now under consideration in the Committee on 
Banking and Currency of the House of Representatives, which 
also has before it a companion measure, H. R. 7026, which was 
introduced on April 18, 1957. 


MAJOR DIFFERENCES IN PROPOSED 
AMENDMENTS 

There are a number of significant differences in the fore- 
going proposals. Some of them would treat banks like other 
corporations, while others would apply only to banking institu- 
tions. Some would amend the Clayton Act, others the Federal 
Deposit Insurance Act. Some would require advance approval 
of the merger before it could become effective; others would 
provide merely for notice of a specified duration to the Attorney 
General and some other governmental agency; and some would 
impose neither of these requirements. Most important of all, 
probably, some would prohibit any merger the effect of which 
might be substantially to lessen competition or to tend to create 
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a monopoly, whereas others would require the agency whose 
approval is sought to consider whether the effect of the merger 
might be to lessen competition unduly or to tend unduly to 
create a monopoly. 

The differences were reflected at the public hearings on S. 
3341, S. 3424 and H. R. 9424 which were held in May and June 
1956; on the Committee Print of the Omnibus Bill in January 
and February, 1957; and on H. R. 264 and H. R. 2143 in March 
1957. Although originally certain of the federal agencies regu- 
lating banks seemed willing to accept the substantiality test, and 
all of them favored some type of regulation of the competitive 
aspects of bank mergers, all of them very quickly gave their 
support to the Fulbright bill when it was introduced in May 
1956, and thereafter supported section 23 of Title III of the 
Financial Institutions Act. The Attorney General, on the other 
hand, spoke forcefully in favor of amending the Clayton Act. 
These differences were carried over onto the floor of the Senate 
when the Omnibus Bill was under debate. Senators Douglas, 
Monroney and Clark offered amendments which would have 
imposed the substantiality test on any merger under considera- 
tion by the Comptroller, the Federal Reserve Board or the 
F.D.LC., and which would have made it mandatory on them 
to request the opinion of the Attorney General in every case. 
Their amendment would also have provided that: 


If the Attorney General finds that the effect of the proposed 
transaction may be substantially to lessen competition or to tend 
to create a monopoly, consent shall not be given under this section 
unless the Attorney General finds further that such a transaction is 
necessary to prevent the probable failure of one of the banks con- 
cerned. 


The Douglas amendment was defeated. 

While section 23 of Title III does not expressly provide that 
approval of a merger by the appropriate federal agency confers 
an immunity on the merger against later attack, it would prob- 
ably be most difficult for the Attorney General or anyone else 
to upset such an approved merger. To make it easier for the 
Attorney General to do so, Senator O'Mahoney offered the fol- 
lowing clause: 
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Nothing contained in this chapter shall be interpreted or con- 
strued as approving any act, action, or conduct which is or has been 
or may be in violation of existing law, nor shall anything contained 
in this chapter constitute a defense to any action, suit, or proceeding 
pending or hereafter instituted on account of any prohibited anti- 
trust or monopolistic act, action, or conduct. 


This was likewise defeated. 


ACTION OF THE AMERICAN BAR ASSOCIATION 

At its midwinter meeting in 1956, the House of Delegates 
of the American Bar Association, at the instance of the Section 
of Antitrust Law, adopted a resolution recommending to the 
Congress that legislation be enacted the effect of which would 
be to amend section 7 of the Clayton Act by extending the as- 
sets provision to banks, banking associations and trust com- 
panies; and that this result be accomplished by a statute such as 
H. R. 5948. This action was taken without prior consultation 
with the Section of Corporation, Banking and Business Law or 
its Committees on National Banks or State Banks. It was also 
apparently taken under the misapprehension that banks had no 
objection to H. R. 5948. The Association at that time also stated 
that it favored giving the Federal Trade Commission immediate 
power to enjoin contemplated mergers which it believed would 
violate section 7 of the Clayton Act—a power which is now pos- 
sessed by the Attorney General or, in fact, by any private per- 
son, but not by the Commission. The Association opposed any 
prenotification requirement or waiting period. 

It should be observed that this action of the Association was 
taken in February 1956, before the introduction of the Fulbright 
bill. When that measure appeared the Association’s Section of 
Corporation, Banking and Business Law began a comprehensive 
study of all the proposals to regulate the antitrust aspects of bank 
mergers. The Committee on State Banks of that Section filed 
a report, in which the Committee on National Banks concurred, 
advocating the Fulbright approach. The Section, in turn, pre- 
sented the matter to the House of Delegates, after first enlisting 
the support of the Section of Antitrust Law. The House of 
Delegates on February 19, 1957, unanimously adopted a resolu- 
tion recommending that, instead of legislation amending the 
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Clayton Act by extending its asset provisions to banks, legisla- 
tion be enacted amending the Federal Deposit Insurance Act 
so as to prohibit any merger of any insured bank with any other 
insured bank without the prior consent of the Comptroller, the 
Federal Reserve Board, or the F.D.I.C., depending on the status 
of the resulting institution, and providing that the appropriate 
agency shall take into consideration whether the effect of the 
merger may be to lessen competition unduly or to tend unduly 
to create a monopoly. By adopting this resolution the American 
Bar Association endorsed the major provisions of section 23 of 
Title III of the Financial Institutions Act of 1957. 


The action of the House of Delegates was taken the day after 
the Committee on Banking and Currency of the Senate con- 
cluded its public hearings on the Omnibus Bill, and hence could 
not be made a part of the printed record, which was closed as 
of February 18. However, the position of the Bar Association 
was regarded as a matter of considerable importance, and is be- 
lieved to have been taken into consideration by the Senate Com- 
mittee during its discussions in executive session and to have 
played a part in the defeat of the amendments offered by Senator 
Douglas. On the same day that these amendments were voted 
on, the chairman of the Committee on State Banks of the Section 
of Corporation, Banking and Business Law appeared before the 
Antitrust Subcommittee of the Committee on the Judiciary of 
the House of Representatives and testified in opposition to the 
provisions of H. R. 2143, which would have extended section 7 
of the Clayton Act to bank mergers, and in April the Antitrust 
Subcommittee in submitting the bill to the full Judiciary Com- 
mittee recommended deleting these provisions from the bill. 


THE APPROPRIATE SOLUTION 


There is no doubt that some legislation on the antitrust fea- 
tures of bank mergers is desirable. There has been a great con- 
centration of bank assets in the last decade, and a corresponding 
decrease in the number of individual banks. Whether this has 
* H.R. 2143 was reported as amended on May 22, 1957. At the same time Mr. Cellar 
introduced H.R. 7698, in which all the amendments to H.R. 2143 were incorporated. 


H.R. 7698 was reported without further amendment on May 28, 1957. It would 
not apply to bank mergers accomplished by means of asset acquisitions. 
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been beneficial or detrimental to the public is debatable. But 
clearly this tendency is one which must arouse the concern of 
all legislators, and all public officials who deal with banking 
problems. All of them seem to be in accord that some standards 
must be set up and some new procedures established for review- 
ing in advance the competitive aspects of proposed bank mer- 
gers. The disagreement among those who have studied the 
problem is purely as to the best method to employ. 


What shall be the standard, substantial lessening of com- 
petition, or undue lessening? Who shall apply it? Shall the 
Attorney General be given a veto power? Shall banks be re- 
quired to obtain express approval, or merely to give advance 
notification? Should an approved merger be immune from later 
attack? These are the issues which Congress will have to decide. 


Banks are a very special type of business organization. They 
are among the most highly regulated institutions in American 
life. They receive and administer vast sums of money from the 
public, which, except through the federal and state supervisory 
authorities, exercises no control over them. Their failure to 
perform their obligations affects not only those who have in- 
vested in their stock, but thousands or millions of their de- 
positors, and huge numbers of the general public who may 
never have dealt directly with the particular bank which has 
defaulted. Because of these factors rules which might properly 
be applied to the merger of two commercial or industrial cor- 
porations may not be the most desirable one to apply to mergers 
of banks. 


It seems now generally recognized that one of the federal 
supervisory agencies, the Comptroller, the Federal Reserve 
Board, or the F.D.I.C., should function in the case of a bank 
merger rather than the Federal Trade Commission. The bank- 
ing business is so highly specialized that no outside body, which 
rarely if ever deals with banking problems, should be called in 
where a merger is contemplated. All of the bills presently pend- 
ing require notice to be given to, or approval to be granted by, 
one of the specialized banking agencies. There seems to be 
no tendency at present to inject the Federal Trade Commission 
into the picture. 
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Whether banks contemplating a merger should obtain affirm- 
ative approval or should merely notify various governmental 
bodies of their intention is a more controversial question. It is 
believed that express approval should be required. The picture 
of an attack on a bank merger after it has been consummated 
is a shocking one. Public confidence in the institution would be 
shaken and might be entirely destroyed. The task of disentangl- 
ing the two components of the merged bank would be almost 
insuperable. Great loss might result to shareholders, and pos- 
sibly to the public. 

While the Financial Institutions Act does not expressly confer 
immunity on a merger which has been properly approved, it 
would go a long way toward preventing any later attack, and this 
is highly desirable. If there is any question about the propriety 
of a bank merger, it should be resolved at the beginning, and 
should not be left to later court proceedings. That written ap- 
proval by the supervisory agency will, as a practical matter, 
prevent any later attack seems to have been recognized by those 
senators who supported the O'Mahoney amendment. The adop- 
tion of section 23, Title III, without that proposal seems to insure 
the safety of those who consummate a merger which the cog- 
nizant supervisory agency has approved. 


Nor is it believed that the Attorney General should have any- 
thing more than an advisory voice in the matter, or that every 
proposed merger should be referred to him. The supervisory 
agencies can be relied on to consult him whenever they have the 
slightest doubt as to the propriety of a particular merger. They 
will probably consult him about many mergers concerning which 
they have no doubt merely because the institutions involved 
are of large size. But banks of all types merge today, not just 
great city banks. There seems to be no reason to make it manda- 
tory for the approving agency to consult the Attorney General 
when it is considering the merger of two small country institu- 
tions whose union can have no national or even regional signifi- 
cance. To require this would only divert the energies of the De- 
partment of Justice from tasks where their services are really 


needed. 


The final and most important issue is the standard to be 
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applied to a merger which is being considered. Is the merger 
to be condemned if it substantially lessens competition or tends 
to create a monopoly, or are other offsetting factors also to be 
weighed? There are a number of situations where even though 
a merger would in fact substantially lessen competition, it would 
nevertheless be highly desirable from the viewpoint of the com- 
munity in which the banks involved are located. Some of these 
situations were outlined by Senator Fulbright in a letter to 
Senator O'Mahoney, where he said: 


There may well be circumstances (and there have been in the 
past) in which a bank merger may substantially lessen competition 
and yet in which the merger may be desirable from the point of 
view of sound banking and the public interest. [Illustrative ex- 
amples of such circumstances are listed below. | 

1. Where there is a reasonable probability of the ultimate failure | 
of the bank to be acquired. 

2. Where because of inadequate management the acquired 
bank’s future prospects are unfavorable. 

8. Where the acquired bank is a problem bank with inadequate 
capital or unsound assets and its acquisition by another bank would 
be the best practical means of dealing with the problem. 

4, Where the acquired bank has no adequate provision for man- 
agement succession or its management is incompetent. 

5. Where the acquired bank is an uneconomic unit or is too 
small to meet the needs of its community by providing loans of 
sufficient size or by providing needed banking facilities. 

6. Where several banks in a small town are compelled by an 
over-banked situation to resort to unsound competitive practices 
which may eventually have an adverse effect upon the condition 
of such banks and the merger of two or more of the banks would, 
therefore, be in the public interest. (Hearings on S. 3341, S. 3424 
and H. R. 9424, at p. 8). 














The opponents of the “unduly” standard claim that no special 
rule is needed for banks, and that the “substantiality” test will 
work just as well for them as it will for any other enterprises. In 
support of this they cite International Shoe Company v. Federal 
Trade Commission, 280 U.S. 291 (1930), where the Supreme 
Court said: 









In the light of the case thus disclosed of a corporation with 
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resources so depleted and the prospect of rehabilitation so remote 
that it faced the grave probability of a business failure with result- 
ing loss to its stockholders and injury to the communities where 
its plants were operated, we hold that the purchase of its capital 
stock by a competitor (there being no other prospective purchaser ), 
not with a purpose to lessen competition, but to facilitate the ac- 
cumulated business of the purchaser and with the effect of mitigat- 
ing seriously injurious consequences otherwise, probable, is not 
in contemplation of law prejudicial to the public and does not 
substantially lessen competition or restrain commerce within the 
intent of the Clayton Act. 


Senator Douglas seems to have had this in mind when he 
offered the amendment to section 23 of Title III, which read: 


If the Attorney General finds that the effect of the proposed 
transaction may be substantially to lessen competition or to tend to 
create a monopoly, consent shall not be given under this section 
unless the Attorney General finds further that such a transaction is 
necessary to prevent the probable failure of one of the banks con- 
cerned. 


But there will be many situations where it will be highly 
desirable from the point of view of the public to permit one 
bank to take over another before the latter has reached the des- 
perate condition described by the Supreme Court, even though 
the effect of a beneficial merger may nevertheless be substantial- 
ly to lessen competition between the two institutions. Such a 
merger could be consummated if section 23 of Title III is adopt- 
ed. If, however, nothing can be done until the imminent failure 
of the bank to be absorbed is obvious to the Attorney General 
and the public at large, probably no rescue operation will be 
possible, as the stronger bank may not be willing to join with a 
weaker one whose condition has so deteriorated that it is about 
to close its doors. 

From every point of view, the antitrust section of the pending 
Financial Institutions Act of 1957 seems much more desirable 
than any of the other measures which have been proposed on the 
subject and it is to be hoped that the House of Representatives 
will speedily follow the lead of the Senate and pass S. 1451. 











Do Late Charges In Excess of The 
Usury Statute Constitute Usury? 


ALBERT B. GERBER*® 
Member of the Philadelphia Bar 


All states and the District of Columbia have some form of 
general usury statute except Massachusetts, New Hampshire, 
and Maine. (Maine has a special statute for amounts under 
$300.) Legal interest rates range from the customary 6% in the 
Atlantic States to 8% and 10% in the Southwestern and Western 
States. The highest legal rate is found in the Rhode Island stat- 
ute which permits 30% for amounts over $50.00. 


It is now well settled in almost every jurisdiction of the 
United States that a seller of merchandise may quote a cash 
price for his item and, if the customer desires to pay on time, the 
seller may add any amc «nt for his time price. And this is not 
usurious. This doctrine was first established in England in the 
famous case of Beete v. Bitgood, 7 Barn. & Cress 435 (1821) 
and subsequently has received affirmance by as high an au- 
thority as ‘he United States Supreme Court. Hogg v. Ruffner, 
66 U. S. 115 (1861). 


The first principle established was that the addition of a 
sum, far in excess of the legal interest rate, to a cash price to 
create time price, was not usury. For an excellent recent review 
of this field, see Usury in Installment Selling, 9 Ala. L. Rev. 319 
(1957). The next problem, created by modern methods of 
installment selling and modern finance, was whether there was 
any difference in the law when the obligation, including a high 


* Mr. Gerber is a member of the firm of Gerber & Galfand, Philadelphia. The firm 
is counsel for several Philadelphia small loan and finance companies. He received 
the de of B.S., LL.B., and LL.M. from the University of Pennsylvania and 
M.A. ag George Washington University. He is the co-author of several law 
review articles, including “Mortgages of Merchandise” in Vol. 39 Columbia Law 
Review, “Mortgages of Accounts Receivable” in Vol. 29 Georgetown Law Journal, 
and “The After-Acquired Property Clause” in 87 Univ. of Pa. Law Review. He is 
a member of the Philadelphia and American Bar Associations and the Conference 
on Personal Finance Law. 

This article is os with the permission of the Editors of the PERSONAL 
FINANCE LAW QUARTERLY REPORT, published by the Conference on Personal 
Finance Law, 50 Church Street, New York 7, N.Y. 
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time price differential, was sold by the dealer to a finance com- 
pany. Frequently the price paid by the finance company was 
the original cash price. It was again easily and well established 
in most jurisdictions that the transaction was not usurious. See, 
for example, “Usury Statutes: Their Applicability to the Credit 
Sale Followed by an Assignment to a Lending Agency”, 43 Iowa 
L. Rev. 87 (1951), and a Note in 48 A. L. R. 1442 (1927). 

Of course, the transaction was required to be a bona fide 
sale transaction and not a loan transaction disguised as a sale. 
For discussion of this portion of the problem see Pennisi, Geor- 
gia Court Holds Installment Sales Contract Usurious 'Where 
Not Based On True Time Price, Winter, 1954, Personal Finance 
Law Quarterly Report p. 13. (Mrs. Pennisi also discusses com- 
parable cases in other jurisdictions). See, also, Summer, 1957, 
Personal Finance Law Quarterly Report p. 97. 

However, we may assume that the transaction now subject 
to analysis is unquestionably a bona fide sales finance trans- 
action and does not have any of the elements of a loan which 
have in the past caused courts to label the entire transaction 
usurious and invalid. 


Late Fees Added 

In the normal sales finance transaction the purchaser, in 
addition to signing a conditional sales contract or other form of 
title retention document, signs a note of some type in which 
he agrees to pay to the order of the seller the amount of the 
time price in monthly installments over a definite period of 
time. Since time of payment is of the essence of the contract 
there has been added for many years a normal late fee provisions 
which states that in the event any installment is overdue more 
than five, ten, or fifteen days the purchaser is obligated to pay 
an additional charge known as a “delinquency charge” or “late 
charge”. 

A typical note contains the following late fee language: 
“In the event any installment is not paid within fifteen days 
from its due date, we agree to pay in addition to such install- 
ment a ‘late charge’ equal to 5% of the amount of such install- 
ment in arrears, but not to exceed $5.00 in respect to any one 
such installment in arrears.” 
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Let us assume that the note in question has been assigned 
to a finance company and the purchaser is now thirty days over- 
due and the finance company applies the late fee charge. It 
is evident that even if the state usury statute goes as high as 
30% the late charge is in excess of that percentage. Is this a 
violation of the usury law? 


Penalties Frequently Severe 

The question of usury in this transaction is not a minor mat- 
ter in many jurisdictions. For example, in Mississippi under 
Section 36 of the Mississippi Code there is a provision that: “Tf 
a rate of interest is contracted for or received, directly or in- 
directly, greater than 20 percentum per annum, the principal 
and all interest shall be forfeited, and any amount paid on such 
contract may be recovered by suit.” This provision has been 
enforced against finance companies where accidentally or inad- 
vertently usurious interest was charged. See Associates Dis- 
count Corp. v. Ruddock, 81 S.2d 249 (Miss. 1955), discussed 
in 8 Ala. L. Rev. 431 (1956). For discussion of this problem 
in other jurisdictions, see, Penalty For Usury in N. J.—Forfeiture 
of All Interest 6 Rutgers L. Rev. 568 (1952). 


Statutory Solutions 

In some states where installments sales are governed by 
legislative enactment the specific problem of delinquency 
charges is statutorily regulated.” Of course, most of the statutes 
regulating installments sales are limited to motor vehicle sales. 
Thus, in the following states there are statutes governing the 
delinquency charge problem in motor vehicle sales finance 
problems: California, Colorado, Kentucky, Maine, Michigan, 
Minnesota, Nevada, New York, Pennsylvania and South Dakota. 

There are eight states where delinquency charges are regul- 
ated for other forms of sales finance transactions in addition to 
motor vehicles. These states include Connecticut, Indiana, 
Maryland, New Jersey, New York, North Dakota, Ohio, and 
Utah. 

Typical statutory provisions on delinquency charges are 
those which provide that a certain number of days after notice 
has been given to the delinquent buyer that his payment is 
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overdue the holder of the contract may charge 5% of the install- 
ment due or $5.00, whichever is less. 

It is obvious that the statutory authorized late charge ex- 
ceeds any simple interest usury statute. 


Common Law Holdings 

The overwhelming weight of authority at Common Law is 
that a seller of a service or merchandise may provide in the 
contract of sale or the note that in the event the debt or in- 
stallment is not paid when due there may be an additional 
penalty and the penalty, although exceeding the legal interest 
rate, is not usurious. An old, but leading case on this point is 
Garrity v. Cripp, 63 Tenn. 86 (1874). In this case Cripp sold 
Garrity 40 bushels of corn on credit and received a note in 
payment. The note provided as follows: 


“One day after date I promise to pay to Pat Garrity $20.00 
for 40 bushels of corn at 50c per bushel, bearing interest at 102%. 
If this note is not paid by the 8th of July, the note is to be paid 
at 60c per bushel or $24.00, bearing interest at 10!2%.” 


The lower Court held the note to be usurious and refused 
enforcement. On appeal the Supreme Court of Tennessee 
reversed on the theory that since the consideration was the sale 
of property the terms providing for promptness of payment did 
not create a usurious situation. The Court summarizes its point 
succinctly when it states: “In every article of property of value, 
the time within which its price is to be paid affects its value, 
it being worth less for cash, more on short time, and still more 
on long time.” 

This rule was embodied by the American Law Institute in 
its Reinstatement of Contracts, Section 526 (1932) in which the 
following illustration is given: 

“A sells a chattel to B and B promises to pay $100 therefor 
within a fortnight, or, as an alternative, to pay $110 in 30 days. 
The bargain is valid although the difference in price according 
as it is paid promptly or not, exceeded the highest legal rate of 
interest on the smaller sum. There is no loan of money.” 


Late Charges in Loan Contracts 
In Easton v. Butterfield Live Stock Co., 48 Idaho 153, 279 
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Pac. 716 (1929), a corporation issued bonds maturing serially 
bearing interest at the rate of 7% per annum and providing that 
interest after any maturity date would go to 10% per annum. 
Upon failure to pay the notes there was foreclosure with dam- 
ages based upon the 10% per annum rate. The defense was 
that the bonds were usurious. The Court denied the contention 
of usury on the ground that the usury statutes applied only to 
uhmatured contracts with a fixed obligation. Where the bor- 
rower could by performance of the contract avoid the liability 
for the extra amount the extra payment was not to be regarded 
as interest but as a means of enforcing punctual payment. This 
Rule is well summarized in 22 Chi-Kent Law Review 233 
(1944): 


“In the absence of statutory regulation, the general rule 
seems to be that a stipulation in a note calling for a greater 
rate of interest than is allowed by law prior to maturity in the 
event of non-payment at maturity is not enough to render the 
transaction usurious if the parties, when inserting such provision, 
act in good faith and without intent to use the same as a device 
to evade the usury law. The theory behind such rule seems to 
be that the increase in rate after maturity is not considered by 
the parties as an interest charge but is either a provision for 
liquidated damages or else is a conditional penalty which the 
debtor may avoid by prompt payment of the note.” 


See also 6 Williston, Contracts (Rev. Ed. 1938) Section 
1698 for other supporting authorities. 


Late Payment Penalty 


Very few cases involving the specific problem of a late 
charge have reached the appellate courts. One such case is 
Randall v. Home Loan & Investment Company, 244 Wis. 623, 
12 N.W.2d 915 (1944). In this case the defendant lending 
organization lent X $800 and took a note which provided for 
monthly payments together with interest calculated at a rate of 
9.8%. The note contained a further provision that if the month- 
ly payments were not made promptly on or before the Ist of 
each month an additional penalty of 1% should be added thereto. 
The plaintiff prevailed in the trial court but this was reversed on 
appeal to the Supreme Court of Wisconsin. The Court followed 
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the general rule that the 1% additional payment was inserted to 
create prompt payment at maturity and was not to be regarded 
as an additional interest charge. 

This case follows the leading case of Funk v. Buck, 91 Ill. 
575 (1879) in which the “late charge” was an additional 5% on 
top of the agreed rate of 10%, or a total of 15%. 

(The above is no longer the law of Illinois, having been 
specifically changed by statute, Ill. Rev. Stat. 1943, Ch. 74, 
Sec. 6). 


Some Contra Authority 

The above cases unquestionably represent the weight of 
authority. However, occasionally we find contrary decisions. 
In North American Consumer Discount Co. v. Deininger, 5 
Chester Co. Rep. 159 (1952) a nisi prius Pennsylvania court had 
for consideration a note which provided for a late charge of 
1 1/2% per month on any amount in arrears. The court, without 
setting forth reasons or authority stated that the late charge 
“smacks of usury” and could not be collected. 

The court here did not refer to the Pennsylvania usury stat- 
ute (a 6% law) but seemed to compare usury with unconscion- 
ableness. However, if this be the test, and it would not be un- 
reasonable, the late charge involved was not excessive under 
Pennsylvania public policy. For example, the Pennsylvania 
statute governing motor vehicle sales finance transactions speci- 
fically authorizes a late charge provision of 2% per month on the 
arrears. Pa. Laws, Vol. II, 1947, No. 476. 


However, the case has a greater and more humorous defect. 
The finance company in that case was a licensed “Consumer 
Discount Company” which, under Pennsylvania law (Pa. Stats. 
Ann., Purdon, tit. 7, Sec. 761-1) had special lending privileges 
for sums up to $1,000. One of the special privileges was to 
charge on arrears 1 1/2% per month—exactly what was done! 
Thus, with the myriad of statutory provisions governing the 
field these days courts must hesitate before labeling any trans- 
action “usurious”. 


Conclusion 
The common law authorizes an increase in interest rate after 
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maturity as liquidated damages for non-payment. The increase 
was not viewed as interest. The early decisions dealt with non- 
installment transactions. The transition to a late charge in an 
installment payment note is simple. The principle is the same: 
The additional charge is liquidated damages for failure to pay 
on time; it is not a charge for the loan of money or forbearance 


of a debt. 


In practical and economic terms we know that the handling 
of delinquent installment debtors is expensive. Dunning letters, 
phone calls, telegrams and house calls are frequently employed 
to obtain the payment of the delinquent installment. Unless 
the delinquent debtor is compelled to pay the costs created by 
his delinquency, it simply means that overall charges are raised 
placing the dunning costs evenly on prompt payers as well as 
delinquent debtors. 


*STATUTORY DELINQUENCY CHARGES ON INSTALLMENT SALES 


Days of Statutory 
State Grace Charge Reference 


Personal Property (Other than motor vehicles) 


5% or $5.00 (lesser) Conn. Gen. Stats. (1949) C. 
$11, Section 6699(a)4 
Lawful charge to be fixed by Ind. Stats. Ann. (1955, 
Department of Financial Supp.) Section 58-906; 
Institutions 58-926(c) 
5% or $5.00 (lesser) Md. Ann. Code Art. 83, 
Section 182 (1951) 
Agreement of parties in Mass. Ann. Laws C. 255, 
writing Section 12, 18 D (1957 
Supp.) 
5% or $5.00 (lesser) N. J. Rev. Stats. Ann. 17: 
16B-6( 4) 
5% or $5.00 (lesser) Laws of N. D. 1957, C822, 
Section 2(7) 
5% or $5.00 (lesser) Laws of N. Y. 1957, C599, 
Art. 10, Section 402(6), 
40 Consol. Laws of N. Y. 
(McKenny) Section 401- 
408 


5% or $3.00 Rev. Code Ohio 1317.06 
(B) 1953 


Agreed Interest Utah Code 15-1-2a (B)(3) 
1957 
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Motor Vehicle Sales 


Agreed Interest 
5% or $5.00 (lesser) 
5% or $5.00 (lesser) 

5% on each installment or 
6% per annum (greater) 
Specific agreement necessary 
5% or $5.00 (lesser) 

Agreed Interest 
5% or $5.00 (lesser) 


2% per month on arrears 


5% or $5.00 (greater) 
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Cal. Civil Code 
2982(c) 


Colo. Rev. Stats. Ann. 1958, 
138-16-6 


Ky. Rev. Stats. (1957 Cum. 
Issue) 190.100(1)(d) 


Rev. Stats. of Me. C.59, Sec- 
tion 254V (1954 Supp.) 

Mich. Stats. Ann. 23.628 
(18) (9c) 

Minn. Sessn. Laws 1957, 
C.266 


Nev. Stats. 
Sec. 2C 


N. Y. Sessn. Laws 1956, 
C.633, Section 302 (7) 
69 Purdons Statutes 621 

(1956 Supp.) 
Sessn. Laws S.D. 1957, 
C.241, Section 3 (2) 


Section 


1953, C.346, 








































BANKING DECISIONS ; 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Bank Liable for Assisting President of Corporation 
in Breach of Duty 





A case has been decided by the Supreme Court of New 
Jersey concerning the fraudulent operations of a company 
president who was found liable for inducing members of the 
family owning the company to sell their shares of stock at less 
than real value. The details of the scheme are set forth in the 
opinion reprinted below and are too lengthy to repeat here. 
However, it is of interest to note how two banks were, perhaps 
inadvertently, involved. 


One bank which controlled the company by virtue of its 
position as mortgagee made a settlement with the family mem- 
bers and permitted a consent judgment of dismissal to be en- 
tered against it. That bank’s alleged liability arose because 
of the action of one of its vice-presidents who was assigned by 
the bank to look after corporate matters. 


The other bank which was judged liable for assisting the 
president of the company to complete his scheme provided 
funds for the purchase of common and preferred stock. It 
acted through a vice president and although the bank disclaimed 
knowledge of some of the details of the plan the court concluded 
that it knew that Evans “(1) was president and director and 
indeed the only stockholder active in the management of the 
company; (2) sought to acquire the beneficial interest in the 
company by use of its funds; and (3) sought so to do without 
the knowledge of plaintiffs.” 

The court pointed out that the question to be decided was 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1079. 


392 





BREACH OF DUTY 393 


whether the facts of which the bank had knowledge charged 
it with knowledge of a fraud upon plaintiffs. It answered this 
question in the affirmative and ruled that the bank was liable 
because it acted knowing that “corporate assets were used for 
the personal advantage of the president and director without 
the knowledge of the complaining shareholders and at their 
expense.” Judson et al., v. Peoples Bank and Trust Company 
and Bankers Commercial Corporation and John C. Evans, 
Supreme Court of New Jersey, 134 A.2d 761. Part of the opinion 
of the court is as follows: 


WEINTRAUB, C. J.—Plaintiffs charged they were induced by fraud 
to sell their shares of stock in Tuttle Bros., Inc. of Westfield, a New 
Jersey corporation, and sought to recover the difference between the 
price received and the actual value of the shares. 

Plaintiffs accepted $2,500 in settlement from defendants, Peoples Bank 
and Trust Company of Westfield and the estate of Charles M. Smith, 
and consent judgments of dismissal were entered as to them. The 
remaining defendants, John C. Evans, the Sturdy Company, a New Jersey 
corporation (wholly owned by Evans), and Bankers Commercial Cor- 
poration, thereafter prevailed on a motion for summary judgment. This 
court reversed, Judson v. Peoples Bank and Trust Company of Westfield, 
17 N.J. 67, 110 A.2d 24 (1954), and upon a plenary trial judgment was 
entered against these remaining defendants. 

Plaintiffs appeal, asserting that the damages are inadequate and 
that the trial court erred in its application of the joint Tortfeasors Con- 
tribution Law, N.J.S. 2A:53A—1 et seq., N.J.S.A. Bankers Commercial 
cross-appeals, questioning the finding of fraud and additionally the 
amount of damages. Neither Evans nor Sturdy appealed. We certified 
the matter on our motion prior to consideration by the Appellate Divi- 
sion. 

I. 


The Tuttle company was engaged in the sale of lumber, mason mate- 
rials, hardware and coal and did millwork. The business was started in 
1897 and operated for some years as a partnership by William E. Tuttle, 
Jr. and his brother, Arthur D. Tuttle. The Tuttle corporation was formed 
sometime in the early 1920's. William died in 1923 and Arthur in 1933. 
Their stock holdings ultimately devolved upon their nephews and nieces, 
the Judsons, who are parties plaintiff. 

At the time of the events here involved, plaintiffs held 2,370 shares 
of common stock out of 2,578 shares outstanding. Evans, who came 
with the company as a bookkeeper in 1924, held 123 shares of common, 
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virtually all of which he received by gift from Arthur D. Tuttle. Also 
outstanding were 883!//, shares of 7% cumulative preferred stock with 
a par value of $100, held by a number of shareholders, none of whom 
is a party to this suit. 

When Arthur died in January 1933 the company’s position was in- 
secure. It was experiencing the impact of the depression. Its real estate 
was encumbered by a mortgage originally in the sum of $240,000 held 
jointly by the Peoples Bank and the Westfield Trust Company. The 
Westfield Trust Company encountered difficulties, and the Federal De- 
posit Insurance Corporation took over its one-half interest. 

Upon Arthur's death the Peoples Bank asked that Smith, its vice- 
president and director, be employed by the Tuttle company, and he was, 
receiving a salary of $100 per week for a number of years and there- 
after compensation based upon the amount of service rendered. It is 
perfectly clear that Smith called the turn with respect to all corporate 
matters. The Judsons acceded to his requests, partly because of great 
confidence in him and partly because the bank's position as mortgagee 
and general creditor gave them no alternative. 

Upon Smith’s suggestion, Thomas H. Judson, Jr. resigned as presi- 
dent in favor of Evans in 1942, and in 1943 the Judsons assigned 1,832 
shares of common, which represented control, to the Peoples Bank 
and F.D.I.C., as additional security. Smith continued his friendly rela- 
tions with the Judsons, but upon the basis of relative ability selected 
Evans for the leading role in the corporate affairs. Evans regarded the 
Judsons as a drag upon the business and eventually succeeded in easing 
them out of active participation. 

Thus, when the crucial events incepted in late 1944, Smith and Evans 
were in effective control. Evans took account of his personal situation 
and concluded he had no future with the company. The corporate 
picture had brightened somewhat, largely because of temporary war 
work consisting of the manufacture of airplane packages, but he felt 
the beneficiaries of his labors could be only the creditors or the Judsons. 
He confided in Smith that he planned to quit. Smith urged him to stay 
and seek to acquire the company. A plan emerged. 

The first step appears to have been to remove Thomas Judson from 
the active scene. In November 1944 Evans demanded that he resign 
from the offices of vice-president and director, saying that the Peoples 
Bank so ordered, and Judson complied. Evans, who was without finan- 
cial means, contacted a friend, one Rager, who mustered a syndicate 
with $100,000 of which $20,000 would be loaned to Evans, who would 
receive 20% of the common stock. Funds thus being available, Smith 
went to work to obtain the Judson stock, and Evans, with Smith’s 
guidance, tackled the holders of the preferred. 


In January or February 1945 Smith met with Thomas Judson and 
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stated that the corporation was on the brink of insolvency; that the 
real estate was worth but a fraction of the book value; that the re- 
ceivables had no value beyond the debts for which they were pledged; 
that most of the lumber on hand was suitable only for airplane 
packaging, and since the war work was at an end, the inventory was 
worthless; that his bank had determined to close in unless addi- 
tional working capital were brought into the company; that he, Smith, 
had interested a wealthy friend in New York to buy the stock 
for a son and to inject the required working capital; that unless the 
Judsons seized this opportunity they would be wiped out. He asked 
Judson to transmit this informaticn to his family. Ultimately the Judsons 
agreed to sell at the figure Smith suggested, to wit, $15 a share, and 
executed options to Rager on March 24, 1945. 


Evans again reviewed his situation and concluded the Rager deal 
was not promising, for under it he would hold a minority interest of 
20%. He so informed Smith, who agreed. Evans then went to Bankers 
Commercial, which for years had financed receivables and inventory 
for the Tuttle Company. He laid his problem before Langhans, a vice- 
president, who proposed that Bankers Commercial lend the required 
funds under a plan by which it would purchase the common and pre- 
ferred and resell to the Tuttle Company via a corporate shell, the Sturdy 
Company. Langhans pointed out that the Rager options had to be 
eliminated, and Evans blandly paid Rager $5,000 of the Tuttle Com- 
pany’s funds to have him step aside. Smith obtained new options run- 
ning to himself upon a representation that the renewals were for the 
benefit of the same prospect, and then assigned the options to Bankers 
Commercial to carry out the plan just described. 


That the representations made to the Judsons were flagrantly fraudu- 
lent cannot be disputed. With the connivance of Smith, Evans trans- 
mitted a false picture of imminent doom, and while representing that 
the structure would fall unless fresh working capital were obtained, he 
schemed in fact to eliminate their holdings with the funds of the com- 
pany itself. The Judsons parted with their shares at the option price of 
$15, for a total of $85,550. The holders of preferred accepted $48,- 
850 for shares having a par value of $88,350 and unpaid dividends 
of $84,008.18. One thorn remained. A holder of 25 shares of 
common was impervious to sundry pressures, and since his shares 
would swell in value if all but his and Evans’ 123 shares were retired, 
the adamant shareholder came out with $1,500. Rager had obtained 
$5,000; Smith received a like sum; and Bankers Commercial a “fee” in 
the same amount in addition to interest on its advance. All of these 
payments were made out of corporate funds. Not a penny came from 
Evans who, when the transactions closed, held the corporate equity. 


Bankers Commercial challenges the sufficiency of the proof of fraud 
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as to Evans and Smith. It first disputes the existence of a confidential 
relationship between Smith and Thomas Judson. That Judson trusted 
Smith and valued his opinion is clear. Whether a confidential relation- 
ship in its technical sense existed between them is here of no moment. 
The fraud consisted of affirmative misrepresentations, and hence the 
nature of the relationship between the men is merely a circumstance 
bearing upon the issue of justifiable reliance upon the representations 
made. 

Nor is there substance to the contention that the representations 
were solely matters of opinion. They included a statement that the 
bank planned to close in unless fresh working capital were injected, 
whereas the plan in fact contemplated a depletion of working capital. 
And with respect to the opinions expressed by Smith as to the value of 
the assets and the business prospects, they too will support a charge of 
fraud. Smith did not purport to be an arms-length party to a purchase, 
but rather pretended to be a friend of the Judsons, bent upon advancing 
their interests. Although ordinarily expressions of opinions may not be 
relied upon, the rule is otherwise where the opinion is given by one 
who has succeeded in securing the confidence of the victim, or holds 
himself out as having special knowledge of the matter, or purports to 
be disinterested. 8 Restatement, Torts (1938), secs. 542, 543; Prosser, 
Law of Torts (2d ed. 1955), sec. 90, p. 561 et seq.; cf. Plimpton v. Fried- 
berg, 110 N.J.L. 427, 166 A. 295 (E. & A.1933). 


Bankers Commercial further contends that the Judsons could not 
rely upon the misrepresentations because they had full information 
with respect to the corporate affairs as of the year-end statement of 
December 31, 1944, and could readily have obtained whatever data was 
desired. As will presently appear, the corporate balance sheet was 
not too helpful because of the problem of valuation and yield in a 
distress liquidation. And with respect to access to information, it may 
be noted that at least during the months in 1945 when the negotiations 
were under way, Evans made false penciled footings with respect to 
cash disbursements, resulting in a substantial understatement of the 
cash balance; and the inference is inescapable that Evans pursued that 
course in anticipation of a possible inquiry by stockholders. At any 
rate, one who perpetrates a fraud may not urge that his victim should 
have been more circumspect or astute. Peter W. Kero, Inc., v. Terminal 
Construction Corp., 6 N.J. 361, 369, 78 A.2d 814 (1951); Schoharie 
County Cooperative Dairies, Inc., v. Eisenstein, 22 N.J.Super. 503, 92 
A.2d 390 (App.Div.1952). The true question is whether there in fact 
was reliance. If reliance is found, as it is here, false representations 
which accomplish an intended fraud will suffice to support judicial 
relief. 


Lastly, it urged that since only Thomas and William Judson testified 
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to reliance, recovery must be confined to them. Ordinarily, direct evid- 
ence is furnished but reliance may be found by fair inference. 24 
Am.Jur., Fraud and Deceit, sec. 288, p. 134; cf. Flanigan v. McFeely, 
20 N.J. 414, 419, 120 A.2d 102 (1956). Here Smith urged Thomas 
to transmit the representations to the family, and he did. None of the 
Judsons was seeking to sell. The transaction was prompted by the bleak 
story which Smith intended to reach them. In these circumstances, the 
inference is warranted that the misrepresentations hit the mark. 


This brings us to the more difficult question whether Bankers Com- 
mercial participated in the scheme. It says that from where it stood it 
knew only that Evans had a good bargain. Such knowledge alone would 
not sustain a claim of conspiratorial participation; this court so indicated 
upon the first appeal. Judson v. Peoples Bank and Trust Company of 
Westfield, supra (17 N.J., at page 84, 110 A.2d at page 82). 

There is no evidence that Bankers Commercial knew of the specific 
conversations between Smith and Judson. The record permits, and we 
think requires, findings that Bankers Commercial knew that Evans (1) 
was president and director and indeed the only stockholder active in 
management of the company; (2) sought to acquire the beneficial interest 
in the company by use of its funds; and (3) sought so to do without 
the knowledge of plaintiffs. The first finding is not debatable. With 
respect to the second finding, Conlon, a vice-president of Bankers 
Commercial, testified on pretrial discovery that he understood that Evans 
represented to Langhans that Evans had $50,000 of his own funds to 
cover part of the cost. But the documentary proof, including a memo- 
randum from Langhans to Conlon, showed plainly that Bankers Com- 
mercial knew that only corporate funds would be used; indeed, Bankers 
Commercial itself suggested that course and agreed to advance $54,000 
on a chattel mortgage against inventory to supply part of the cash needed 
for the stock purchase as well as for working capital which otherwise 
would be depleted by the transactions. And with respect to the third 
finding, Bankers Commercial knew that the options to Rager were 
intended in part for Evans and that the renewal options in the name 
of Smith were solely for the individual benefit of Evans. We find it 
inescapable that this defendant knew that Evans was secreting from 
plaintiffs the fact that he was the purchaser and was using the corporate 
assets to eliminate their stock interests. 

Hence the question is whether those facts charged Bankers Commer- 
cial with knowledge of a fraud upon plaintiffs, and this requires con- 
sideration of the nature of the duty Evans owed to the shareholders. 
Existing decisions in our State take a narrow and much criticized view 
(see 3 Fletcher, Corporations (1947), sec. 1167, p. 776 et seq.) with 
respect to the duty of disclosure of an officer and director who pur- 
chased the shares from a stockholder. Crowell v. Jackson, 53 N.J.L. 
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656, 23 A. 426 E. & A.1891); Connolly v. Shannon, 105 N.J.Eq. 155, 
147 A. 234 (Ch.1929), affirmed, 107 N.J.Eq. 180, 151 A. 905 (E. & 
A.1930); Gardner v. Baldi, 24 N.J.Super. 228, 93 A.2d 644 (Ch.Div.1952). 
But there is no doubt that, at least in their dealings with the corporation 
and its assets, officers and directors are quasi-trustees for the benefit 
of shareholders. Connolly v. Shannon, supra; Hill Dredging Corp. v. 
Risley, 18 N.J. 501, 530, 114 A.2d 697 (1955); 18 Am.Jur., Corporations, 
sec. 997, p. 948. 

Here corporate assets were used for the personal advantage of the 
president and director without the knowledge of the complaining share- 
holders and at their expense. This Bankers Commercial knew and yet 
furnished the funds; in fact, it really authored the plan. A person is 
liable with another if he “knows that the other’s conduct constitutes a 
breach of duty and gives substantial assistance or encouragement to 
the other so to conduct himself ...”. 4 Restatement, Torts (1939), 
sec. 876(b). For its participation, Bankers Commercial must respond, 
Judson v. Peoples Bank and Trust Co. of Westfield, supra (17 N.J., at 
page 83, 110 A.2d at page 31). 


II. 


The trial court found the common stock was worth $29 per share. 
Plaintiffs assail the figure as too low, and Bankers Commercial attacks 
it as excessive. 

The book value of common as of July 27, 1945 was about $150 per 
share. The proofs involved a reconstruction of the balance sheet as of 
July 27, 1945, the date of consummation of the transaction, valuations 
of underlying assets, and some testimony adduced by defendants from 
a man who buys and sells corporations. The spread in the testimony 
was quite dramatic. 

In addition, there was evidence that upon the death of Arthur D. 
Tuttle, his shares were reported for federal estate tax purposes at $18.34 
per share as of January 8, 1933 (later adjusted at $26.60 per share), and 
that upon the death of Thomas H. Judson, Sr., his shares were reported 
upon a New York estate tax return at $25 per share as of February 8, 
1938. It may be said that except for the flurry of war activity referred 
to above, the corporate experience continued to be generally poor. The 
1944 year-end statement showed an accumulated operating deficit of 
$363,184.73, and even this figure was challenged by an accountant for 
defendants who was of the view that the company should have written 
off a substantial amount for bad debts for the period 1936 to 1945. 
Hence the estate tax valuations were somewhat more meaningful than 
the time hiatus would ordinarily suggest. On the other hand, the books 
recorded a sale of 15 shares of common for $25,000 in May 1947 (at 
that time 148 shares of common were outstanding) and a further sale 
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of 15 shares for $25,000 in March 1948. But no testimony was adduced 
as to the circumstances of those sales, and in the light of all of the other 
evidence the naked fact of sales at that figure cannot be accorded too 
much weight. The company went into bankruptcy in 1949. So far 
as the record before us goes, the cause of the corporate failure is un- 
disclosed. 

Various considerations pertinent to the valuation of shares of a close 
corporation were thus before the trial court. See Bassett v. Neeld, 23 
N.J. 551, 180 A.2d 1 (1957). After considering all of them the court, in 
substance, reached its result by revising the balance sheet and adding 
$2 a share for “going value.” 

The attack by both sides is addressed primarily to the trial court's 
treatment of individual items. Plaintiffs complain of the value placed 
upon the real estate and defendant challenges the finding as to the in- 
ventory. In considering these contentions it must be borne in mind 
that these items are but elements in the overall determination of the 
value of the shares of a company, which, although a going concern, yet 
faced the possibility of forced liquidation in the light of a long history 
of poor performance. 

The real property (except for some minor additions) was donated to 
the company by the original partners. The cost to the partnership as of 
June 30, 1929 was $181,338. It was taken in by the corporation at a 
figure $300,000 in excess of that cost. Subsequently the Internal Revenue 
Department disallowed that differential for the purpose of excess profits 
taxation, a circumstance which is not helpful in ascertaining its value. 

There is no point in detailing the conflicting testimony. The land 
was a large parcel with sundry structures, some ancient and some over- 
built. Undoubtedly, one starting from scratch would not imitate the 
improvements or the layout. From the standpoint of a going concern 
engaged in the several activities of the Tuttle company, the real estate 
could have value above what would be realized upon its sale. The 
trial court accepted in the main the testimony of Van Horn, a realtor 
and appraiser, in reaching a land valuation of $55,000 and building 
valuation of $152,000, to which was added $14,000, the virtually conceded 
value of two dwellings which had been sold. The resulting figure was 
$221,000 as against the book value of $415,000. In reaching his estimate, 
Van Horn included a 25% factor for economic depreciation in addition 
to physical depreciation. The brunt of plaintiffs’ attack upon Van Horn’s 
testimony rests upon the fact that in March 1948, at the request of Evans, 
Van Horn valued the land at $69,464 and the structure at $277,577. Van 
Horn explained that the 1948 appraisal was made on an “owner-user” 
basis, “almost an insurance value,” in which economic depreciation 
played no role, and added that both land value and construction costs 
rose between 1945 and 1948. There unquestionably is a difference in 
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fact between the value of property of unusual features beneficially serv- 
ing the needs of the user and the sum the property would yield on a sale 
to others for other uses. It is true, as plaintiffs urge, that since we are 
here concerned with the value of shares in a going concern, the price 
which the real estate would yield on a separate sale is not controlling; 
but in the light of the uncertain future of the company in July 1945, 
the selling value of the property in that eventuality could not be wholly 
ignored. It is a consideration which a purchaser of shares of stock 
would naturally take into account in deciding what to pay. It may be 
noted again that the trail court added $2 a share for “going value.” We 
cannot say the trial court’s finding is erroneous. 

Bankers Commercial questions the court’s acceptance of the inven- 
tory figure found by plaintiffs’ accountant, Puder. In the main, Bankers 
Commercial is critical of the use of a yellow sheet which was found 
with the books and records of the Tuttle company in the possession of a 
custodian in the bankruptcy proceedings, and which purported to state 
the actual inventory, as against the estimated, as of July 30, 1945. The 
difference was $28,000. 

Bankers Commercial contends the exhibit was not shown to be a 
part of the records of the company. The exhibit was identified by 
Thomas Judson as being in the handwriting of Evans. It seems to us 
to have been sufficiently shown to have been made in the regular course 
of business. But more importantly, the inventory figure did not rest 
solely upon this paper. Puder so testified, pointing out that he referred 
as well to purchases and sales in conjunction with the year-end figures of 
1944 and 1945. We are satisfied the trial court's finding is warranted by 
the evidence. We repeat that too much stress may not be placed upon 
a single item. The value of the shares ultimately represented an inter- 
play of many considerations, including the earnings potential of the 
aggregated assets. The true inquiry is whether we should disturb the 
trial court’s total finding, and thus reviewing the entire record we are 
not persuaded by either side that we should, except in a small particular 
referred to hereinafter. 

Plaintiffs say the trial court should not have deducted the par value 
($88,350) of the preferred shares and the accumulated dividends ($80,- 
$98.50) in reaching the value of common, but rather should have used 
the figure of $48,850 at which the company in fact acquired the preferred. 


We pass quickly the contention that the accumulated dividends were 
not “debts” because not so recorded on the books. We are not concerned 
with whether good accounting requires the unpaid accumulations to be 
thus recorded. The preferred right to receive the agreed dividends upon 
liquidation requires that the arrearages be deducted from the total 
capital account in arriving at common’s interest in it. 2 Bonbright, 
Valuation of Property (1937), p. 1058; cf. Wessel v. Guantanamo Sugar 
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Co., 184 N.J.Eq. 271, 35 A.2d 215 (Ch.1944), affirmed 135 N.J.Eq. 506, 
89 A.2d 431 (E. & A.1944); Lonsdale Securities Corp. v. International 
Mercantile Marine Co., 101 N.J.Eq. 554, 139 A. 50 (Ch.1927). 

It is not clear upon what theory plaintiffs seek the advantage realized 
by Evans as a common stockholder when the preferred shares were 
acquired by the company at the reduced figure. Plaintiffs say the ac- 
quisition of common and preferred was part of a single plan. This is 
true, but it no more entitles plaintiffs to recover the differential than it 
would entitle the preferred shareholders to claim the loss sustained by 
plaintiffs. It is true also, as plaintiffs say, that had they rescinded their 
sales (the bankruptcy obviously dictated another course), the advan- 
tage would have been theirs, but this would be so only because their 
shares would have appreciated by reason of the corporate gain on the 
transactions, and then, of course, only on the questionable assumption 
that the dealings with the preferred did not result in an off-setting 
liability to them for fraud, a matter upon which we need not here 
express any view. And if it could be said upon some approach that 
Evans interfered with an opportunity of plaintiffs to purchase the 
preferred, the answer is that nothing suggests that the preferred 
shareholders would have been willing to relinquish any part of the 
full value of their holdings if the transactions with them had been 
handled upon any basis consonant with morality. The only possible 
question we detect is whether the prices at which the preferred shares 
were purchased should be accepted as fixing their actual value in calcu- 
lating the worth of common, and as to this it is enough to say that the 
representations by which the preferred were purchased (at prices 
ranging from $36 to $105) destroy the evidential value of those sales. 
In short, the loss was experienced by the preferred and not by plaintiffs. 

Plaintiffs complain that the sums of $5,000 each received by Rager, 
Smith and Bankers Commercial were not added to the sum found to 
be the difference between the prices received and the fair market value 
of the shares as of July 27, 1945. The payment to Bankers Commercial 
was made after the mentioned date, and apparently the same is true of 
the payment to Smith. Hence, the cash paid to them was reflected in the 
damages awarded; the payments were not at plaintiffs’ expense. The 
payment to Rager, however, was made before July 27, 1945, and thus 
reduced the total cash taken into account in valuing the stock. Accord- 
ingly, plaintiffs’ proportionate interest in that sum should be added to 
arrive at a correct valuation as of the critical date. 


Il. 


The trial court found the tortfeasors to be: (1) Smith, (2) Peoples 
Bank, (3) Evans, (4) The Sturdy Company, and (5) Bankers Commer- 
cial. None of the parties question the finding as to the Peoples Bank. 
Plaintiffs having accepted $2,500 in settlement from the estate of Smith 
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and the Peoples Bank, the trial court, pursuant to the opinion of this 
court on the first appeal, concluded that a sum equal to two full shares 
must be credited against the total damages. It found the Sturdy cor- 
poration to be an empty shell and the mere “alter ego” of Evans, and 
hence deemed those defendants to be a single unit. Upon a supplemen- 
tary hearing, it found Evans to be insolvent. It was thereupon concluded 
that but three defendants figure in the calculation, to wit, Smith, the 
Peoples Bank and Bankers Commercial, and since two had been 
relieved by settlement, Bankers Commercial was adjudged liable for 
one-third of the total damages. The judgment, so limited, ran as well 
against Evans and the Sturdy Company. Plaintiffs correctly say that 
upon the trial court’s approach, if accepted, the judgment insofar as 
Evans (and Sturdy) are concerned should have been for one-half of the 
total damages, because Evans (and Sturdy) should not in any event 
profit by reason of his alleged insolvency. But we need not further 
explore this aspect of the judgment since for other reasons we hereinafter 
conclude that the insolvency of Evans should be disregarded even with 
respect to Bankers Commercial. 


Conclusion. 
The judgment should be modified (1) by providing that Bankers 
Commercial, Evans and Sturdy, are jointly and severally liable for 
50% of the total damages, and (2) by adding plaintiffs’ proportionate 
interest in the $5,000 payment to Rager to the damages as of July 27, 
1945, as found by the trial court. The matter is remanded with direc- 
tions to modify the judgment in harmony with this opinion. 
For affirmance and modification: 
Chief Justice WEINTRAUB and Justices HEHER, OLIPHANT, 
WACHENFELD, BURLING and JACOBS-6. 


Jury Finds Bank Liable for Negligence in 
Door Mat Case 


Mrs. Nellie Peddycoart, now deceased, generally came to 
her bank once a month to transact business. She was 75 years 
old and had been a customer of the bank for 13 or 14 years. 
After finishing her business at the bank one day she stepped 
out the front door of the banking building, caught her heel on 
a rubber mat placed on a step at the bank’s door and fell to the 


NOTE—For similar decisions see B, L. J, Digest (Fifth Edition) § 930. 
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sidewalk sustaining injuries for which she brought suit against 
the bank. The court submitted the facts to a jury which found 
that the bank had been negligent in regard to the mat and that 
Mrs. Peddycoart had not been contributorily negligent in trip- 
ping on the mat. The bank asked the court to render judgment 
in its favor notwithstanding the verdict or for a new trial. The 


court refused and the bank appealed. 


The appellate court ruled against the bank. It found that the 
jury could properly have found that placing such a mat on the 
edge of a step where shifting might cause a person to fall to 
the sidewalk would constitute a failure to exercise due care 
and that the results could have been anticipated by the bank. 
Further, the court held that in applying the rule of contributory 
negligence, a person is chargeable with knowledge of the 
dangers inherent in clearly discernible objects only where such 
dangers are apparent to one who sees them. Here even though 
Mrs. Peddycoart may have looked at the mat a jury could have 
found that she had no reason to believe it was so constructed 
that it could tip under the movement of her feet. Gray, Adm’r 
of Estate of Peddycoart v. First National Bank of Crosby, Su- 


preme Court of Minnesota, 85 N.W.2d 668. The opinion of 
the court is as follows: 


KNUTSON, J.—This is an appeal from an order denying defendant's 
motion for judgment notwithstanding the verdict or a new trial. 

The physical facts are not seriously in dispute. Defendant is the 
owner of a two-story building in Crosby, Minnesota, in which it conducts 
a banking business on the first floor. The building is located on the 
northwest corner of an intersection. The front of the building abuts on 
the sidewalk. A concrete step is constructed from the sidewalk for 
ingress to and egress from the banking offices. This step is 24 inches 
wide and 7 feet 8 inches in length. It is 6 inches from the sidewalk to 
the top of the step, and it is 63/, inches from the top of the step to the 
banking-room floor. On this step defendant had placed a rubber mat, 
described hereinafter, which is about 5 feet in length and 1 foot 10 
inches in width. The mat was placed close to the inside of the step, 
leaving about 1! or 2 inches at the edge of the step farthest from the 
building that was not covered by the mat. This mat had been on the 
step for some years prior to the accident. 

On June 30, 1955, Nellie Peddycoart called at the bank to transact 
business. She was a lady 75 years of age. Since the trial of this case 
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she has died and plaintiff has been substituted in her place, but for 
convenience she will be referred to hereinafter as plaintiff. Mrs. Peddy- 
coart had resided in Crosby for 18 or 14 years and had been a customer 
of the bank over that period of time. Customarily she would go to the 
bank about once a month. She testified that on the day in question, as 
she was leaving the bank, she stepped down from the banking floor with 
her left foot near the inside of the step on the mat and then stepped 
forward with her right foot near the far edge of the mat, and, as she 
did so, her foot turned and she fell to the sidewalk, sustaining the injuries 
for which she seeks to recover in this action. She could not say if her 
foot slipped or twisted, but she thought that she fell forward, rolling 
sideways as she fell, and landed on her back on the sidewalk. 


The only question here is whether the evidence sustains a finding of 
negligence and whether the evidence establishes contributory negligence 
on the part of plaintiff as a matter of law. 

1. The law pertaining to the duty of defendant to plaintiff as an 
invitee is not in dispute. It has been stated frequently in past decisions 
of this court. No one disputes that plaintiff was an invitee of the bank, 
and the bank had a duty to her as such to exercise reasonable care to 
keep its building in a reasonably safe condition for her ingress, egress, 
and progress.’ 

2. We have the mat involved here before us for examination. It 
has an overall dimension of 1 foot 10 inches in width by 5 feet in length. 
It is constructed of small pieces of rubber and cord, apparently cut from 
old automobile tires. The pieces are approximately 3 inches in length, 
¥/, inch in width, and 2 inch thick. These pieces are placed on their 
sides in such a manner as to form small triangles and are fastened 
together with wires run through the ends thereof. As a result, the 
finished mat is about 3/, inch thick or as thick as the pieces are wide. 
It is apparent from stepping on the mat, particularly on the edge thereof, 
that any movement of the feet causes some shifting and tipping of the 
component parts of the mat. 

While the evidence in this case is not strong, we are convinced that 
it was for the jury to say whether the placing of this mat on a step, 
such as we have here, met the duty required of the bank for the protec- 
tion of its customers. 

The facts of this case differ from those in such cases as Dukek v. 
Farwell, Ozmun, Kirk & Co., 248 Minn. 374, 80 N.W.2d 53; Johnson v. 
Brand Stores, Inc., 241 Minn. 388, 63 N.W.2d 870; and other cases of a 
similar nature, in that in those cases the danger involved was apparent 
to anyone using their eyes in walking into it. The mat in this case was 


1 Johnson v. Evanski, 221 Minn. 323, 22 N.W.2d 213; Dukek v. Farwell, Ozmun, 


Kirk & Co., 248 Minn. 374, 80 N.W.2d 53; Johnson v. Brand Stores, Inc., 241 Minn. 
888, 63 N.W.2d 370. 
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unusual in that its peculiar construction might well lead a person 
about to step on it to believe that it was solid, whereas a movement on 
the edge of the mat by a person’s foot could cause the pieces comprising 
the mat to shift and tip. A jury could find that placing such mat on 
the edge of a step where any shifting or tipping might cause a person 
to fall to the sidewalk would constitute a failure to exercise due care 
and that the ensuing result involved here should have or could have 
been anticipated by defendant in placing the mat on the step as it did. 

3-4. With respect to the claim that plaintiff was guilty of contribu- 
tory negligence as a matter of law, it must be kept in mind that, in 
applying the rule that a person is chargeable with knowledge of the 
dangers inherent in objects in their path clearly discernible to anyone 
who looks where he is going, such dangers must be apparent to one who 
sees them. Here, even though plaintiff saw the mat, a jury could find 
that she had no reason to believe that the mat was so constructed that 
the edge of it could tip under the movement of her feet. If the mat had 
been placed on the sidewalk, there probably would have been no par- 
ticular danger, but we are not prepared to say that the evidence fails 
to sustain a finding that the danger inherent in the mat as it was placed 
was not discernible to plaintiff as she stepped on it. Failure to exercise © 
reasonable care for one’s own safety presupposes that the dangers in- 
herent in proceeding in a case of this kind would be apparent to the 
person who proceeds. 


In Rue v. Wendland, 226 Minn. 449, 453, 33 N.W.2d 593, 596, we said: 


“One’s perception, memory, and experience bear upon the 
question of whether he had knowledge. As a practical proposi- 
tion, defendant’s knowledge here consisted of what he perceived 
at the moment and his correlation thereof with his memory and 
experience. While a person is required to exercise his sense not 
only for the protection of others, but also of himself, the rule of 
reasonable care requires only that perception shall be reasonable 
under the circumstances. Reasonable perception does not require 
a person to perceive what is not apparent. ... A party deceived 
by appearances calculated to deceive an ordinarily prudent person 
may regulate his conduct by such appearances, even though they 
may be contrary to actual fact.” 

In Prosser, Torts (2 ed.) §31, pp. 129, 131, we find the following: 

“One of the most difficult questions in connection with negli- 
gence is that of what the actor may be required to know. 
Knowledge has been defined as belief in the existence of a fact, 
which coincides with the truth. It rests upon perception of the 
actor's surroundings, memory of what has gone before, and a 
power to correlate the two with previous experience. So far as 
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perception is concerned, it seems clear that the actor must give 
to his surroundings the attention which a standard reasonable 
man would consider necessary under the circumstances, and that 
he must use such senses as he has to discover what is readily 
apparent. He may be negligent in failing to look, or in failing 
to observe what is visible when he does look. . . . 

“. . . the individual will not be held to knowledge of risks 
which are not apparent to him.” 


Here, plaintiff was chargeable with the duty of not stepping into a 
position dangerous to herself. She was not chargeable with knowledge 
of the dangerous propensities of a mat which to all observations would 
appear to be safe. We think that the question of the contributory negli- 
gence of plaintiff was likewise a jury question. 

Affirmed. 


Wife Liable to Bank For Overdraft Caused by 


Non-payment of Husband’s Check 


In Texas which is a community property state a case has 
been decided on appeal involving the question of whether or 
not a married woman is personally liable for an overdraft in a 
bank account in her name when such overdraft was occasioned 
in part by the non-payment of a check drawn by her husband 
to the order of the wife, endorsed by her and deposited in her 
account. Payment of the husband's check was refused because 
of insufficient funds but before learning this the wife withdrew 
most of her account. The bank charged back the amount of the 
husband's check, thereby giving rise to an overdraft. There 
was no evidence of fraud in the transaction and no indication 
of intentional wrongdoing. When the bank brought suit against 
both the husband and wife the trial court ruled that the bank 
take nothing against the wife, apparently because it believed 
she was entitled to protection from liability on grounds of 
coverture. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1147. 
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The appellate court, however, reversed this decision and 
ruled that the wife was liable to the bank. It pointed out that 
certain statutes in Texas had the effect of enlarging the rights 
of married women in the management of their “separate es- 
tates” and that under Art. 4622, V.A.C.S. “Funds on deposit 
in any bank or banking institution, whether in the name of the 
husband or wife, shall be presumed to be the separate property 
of the party in whose name they stand.” The court could find 
nothing in the evidence that overcame the statutory presump- 
tion that the funds deposited in the wife’s account constituted 
separate property. Preston State Bank v. Finberg et ux., Court 
of Civil Appeals of Texas, 305 S.W.2d 654. The opinion of the 
court is as follows: 


DIXON, C.J.—This case presents the question whether a married 
woman in the absence of fraud is personally liable for an overdraft in a 
bank account in her name, which overdraft was occasioned in part at 
least by a check drawn by her husband, payable to the order of the 
wife, endorsed by the wife, and deposited by the wife in her bank 
account. The husband’s check was refused payment by his Bank because 
of insufficient funds on deposit in his account. 

In a suit instituted by the wife’s Bank, judgment was rendered against 
the husband, but in favor of the wife to the effect that the Bank take 
nothing against her. The Bank has appealed from the judgment in 
favor of the wife. 

The husband has not appealed from the judgment against him. In 
fact he candidly admits his own personal liability. Except for a con- 
troversy as to the correct date for the beginning of interest charges, the 
only issue before us is the question of his wife’s personal liability. 

The facts are undisputed. On November 14, 1953, Mrs. F. A. Finberg 
had in her own name a drawing account with Highland Park State Bank, 
whose name was later changed to Preston State Bank, appellant. On 
the above date Mrs. Finberg presented to her Bank a check in the amount 
of $250 given to her by her husband, which check was drawn by her 
husband on an account in his name with Republic National Bank of 
Dallas. At the time Mrs. Finberg endorsed the check before depositing 
part of it. She was paid $40 cash by Preston State Bank, so her account 
was credited only with a deposit of $210. 

At the time the husband, F. A. Finberg, signed the check on Novem- 
ber 14, 1958, he had on deposit in his drawing account with Republic 
National Bank of Dallas the sum of $673.48. However he was indebted 
to Republic National Bank of Dallas in an amount in excess of $673.48. 
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On November 16, 1958, the Bank charged the husband’s account with 
this indebtedness, and applied the money he had on deposit as a credit 
on said indebtedness. Consequently when his $250 check payable to 
his wife reached Republic National Bank of Dallas through clearing 
house channels, there was no money in his account and his check was 
returned to Preston State Bank unpaid because of insufficient funds. So 
far as the record before us shows, Mr. Finberg does not challenge the 
right of Republic National Bank of Dallas to take over the funds 
credited to his bank account in satisfaction of his indebtedness to said 
Bank. 

Meantime Preston State Bank had credited Mrs. Finberg’s account 
with a deposit of $210 based on the uncashed portion of her husband's 
check for $250. Mrs. Finberg had thereafter written checks on her 
account, reducing the balance to $33.02. When the $250 was charged 
back against her account an overdraft of $216.98 resulted. Preston State 
Bank was unsuccessful in its efforts to obtain payment of the overdraft 
from either Mr. Finberg or Mrs. Finberg. Both of them were named 
as defendants when Preston State Bank filed suit. 

At the time Mrs. Finberg opened her account at Highland Park State 
Bank (now Preston State Bank), she signed an instrument designated as 
a signature card. This signature card includes terms expressly agreed 
to by Mrs. Finberg as follows: 


“In receiving items for deposit or collection, this Bank acts only 
as depositor’s collecting agent and assumes no responsibility 
beyond due care. All items are credited subject to final pay- 
ment in cash or solvent credits. This Bank . . .; may charge back 
any item at any time before final payment . . .”. (Emphasis ours. ) 


We find nothing in the record to indicate that either Mr. Finberg 
or Mrs. Finberg was guilty of intentional wrongdoing in connection with 
the transactions involved here. 


Opinion 

In two points on appeal Preston State Bank takes the position that 
the trial court erred in rendering judgment that the Bank take nothing 
against Mrs. Finberg because (1) under the circumstances Mrs. Finberg 
was not entitled to protection from liability on the grounds of coverture, 
and (2) the Bank in its judgment against Mr. Finberg should have 
been allowed interest from December 28, 1953, the date the overdraft 
was charged back against Mrs. Finberg’s account, instead of from 
December 5, 1956, the date of the judgment. 

In 1918 our Legislature enacted certain statutory changes which had 
the effect of enlarging the rights of married women in the management 
of their separate estates. We quote parts of said statutes which are 
material here: 
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Art. 4614, Vernon’s Ann.Civ.St. “. . . The wife shall have the sole 
management, control, and disposition of her separate property . . .”. 
(This statute contains certain limitations not applicable here. ) 

Art. 4622, V.A.C.S. “Funds on deposit in any bank or banking institu- 
tion, whether in the name of the husband or wife, shall be presumed to 
be the separate property of the party in whose name they stand . . .”. 

In 1943 our Legislature enacted the Texas Banking Code. We quote 
material parts of said Code: 

Art. 8342—701(d), V.A.C.S. “The term ‘item’ means a check . . .”. 

Art. 342—702, V.A.C.S. “When an item is deposited with or received 
by a bank, the receiving bank . . . shall be deemed the agent of the 
owner of the item. Such relation of agency shall exist although the 
original agent credits the item to the account of the owner and permits 
the owner to check against the credit so created, and such credit shall 
be conditional until the original agent has received the proceeds of 
the item in cash ...”. (Emphasis ours.) 

Art. 342—710, V.A.C.S. “A bank may pay a present or future deposit, 
payable to or on the order of ... a... married woman... to such 
. . . married woman .. .”. (Emphasis ours.) 

We find no evidence in this record sufficient to overcome the statutory 
presumption that funds deposited in the bank account standing in Mrs. 
Finberg’s name were her separate property. Therefore we hold that in 
her dealings with Preston State Bank Mrs. Finberg was engaged in the 
management of her separate estate. Consequently she is bound by her 
depositor’s contract with the Bank and by the statutes hereinbefore 
quoted. 

The statutes must be interpreted to mean that under the circumstances 
here present Mrs. Finberg is personally liable to the Bank for the over- 
draft created when her agent, the Bank, at her request paid out money 
on the strength of the conditional credits which had been entered for 
her benefit in her account. 

In 2 Bishop, “Law of Married Women,” sec. 21, it is said: “Every 
statute carries with it so much of collateral right and remedy as will 
make its provisions effectual; or as Lord Coke expresses it ‘when the 
law granteth anything to anyone that also is granted without which 
the thing cannot be.’” 

In answering a certified question our Supreme Court in Whitney 
Hardware Co. v. McMahan, 111 Tex. 242, 231 S.W. 694, 696, said: “The 
power granted by the statute to Mrs. McMahan to manage and control 
the store building, belonging to her separate estate, and the rents to be 
derived therefrom, carried with it the incidental and collateral power 
to make a contract with her tenant to repair the store building and to 
employ others to make needed repairs. She would be liable for the 
breach of her contract . . .”. 
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Appellee, Mrs. Finberg, takes the position that the Bank’s suit is 
based on her endorsement of her husband’s insufficient check, by reason 
of which endorsement she became a surety on her husband's contract. It 
is her view that her defense of coverture is good, since Art. 4623 provides 
that a wife cannot be a surety on a contract without the joinder of her 
husband. In further support of her contention she cites us the cases 
of Red River National Bank v. Ferguson, 109 Tex. 287, 206 S.W. 923; 
Pruitt v. Kimbell Milling Co., Tex.Civ.App., 247 S.W. 655; and Gooding 
v. Dove, Tex.Civ.App., 262 S.W. 506. 

In our opinion the statute and cases cited by appellee are not 
applicable to the pleadings and facts of this case. In its petition appel- 
lant set out the facts in detail and alleged “That by reason of the fore- 
going the defendants became indebted to the plaintiff in the amount of 
$216.98 on the 23rd day of December 1953.” The above date is not 
the date on which Mr. Finberg’s check in the amount of $250 was re- 
turned marked “Insufficient funds.” It is the date on which Preston State 
Bank charged Mrs. Finberg’s account with an overdraft of $216.98. 

Thus it becomes apparent from the pleadings that the Bank has not 
attempted to ground its suit on an alleged liability of Mrs. Finberg as 
surety on her husband’s check in the amount of $250. On the contrary 
appellant’s pleadings and the undisputed facts adduced thereunder 
plainly show that the Bank is relying on Mrs. Finberg’s contractual and 
statutory liability as an original and primary debtor by reason of the 
overdraft of $216.98 in her account with her agent, the Bank. 

We sustain appellant's first point on appeal. 

We come now to appellant’s second point on appeal. The trial court 
allowed appellant interest on the judgment against Mr. Finberg from 
December 5, 1956, the date the judgment was announced by the court. 
Appellant says interest should be allowed from December 23, 1953, 
against both defendants. The latter is the date on which appellant, 
after unsuccessful demands for payment charged Mrs. Finberg’s account 
with the overdraft. 

We agree with appellant. The Bank's claim was a liquidated 
demand, and the obligation to pay interest began with the accrual of 
the debt. Art. 5069, V.A.C.S.; Phillips v. Jones, Tex.Civ.App., 283 S,W. 
298; Porter v. Russek, Tex.Civ.App., 29 S.W.72. 

We sustain appellant’s second point on appeal. 

The judgment in favor of Mrs. Finberg is reversed and judgment here 
rendered for Preston State Bank for $216.98 plus interest at 6% from 
December 23, 1953, against Mrs. F. A. Finberg. 

The judgment against Mr. F. A. Finberg is reformed so that the 
Preston State Bank shall have judgment against Mr. F. A. Finberg for 
$216.98 plus interest at 6% from December 23, 1953. 

Reversed and rendered in part and modified and affirmed in part. 
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On Rehearing 

Appellee says that since appellant did not except to the trial court's 
findings of fact we must conclude that the findings are correct and be 
bound by them. 

We are unable to agree with appellee. Appellant filed a notice of 
appeal, and a statement of facts was prepared and sent to us as part 
of the record, and was considered by us. Appellee admits that the facts 
disclosed by the record are undisputed. Our Supreme Court has held 
that when a statement of facts appears in the record, the findings of fact 
are not conclusive on appeal, though the findings were not excepted to 
by appellant. Swanson v. Swanson, 148 Tex. 600, 228 S.W.2d 156. This 
Court has heretofore on several occasions followed the Supreme Court's 
holding. Galloway v. Nichols, Tex.Civ.App., 269 S.W.2d 850; Pacific 
Indemnity Co. v. Harrison, Tex.Civ.App., 277 S.W.2d 256; and Gulf 
C. & S. F. Ry. Co. v. White, Tex.Civ.App., 281 S.W.2d 441. 

Appellee further says that we are entirely inconsistent in our reason- 
ing that the appellant is relying on Mrs. Finberg’s contractual and statu- 
tory liability as an original and primary debtor by reason of the over- 
draft of her account. Appellee asks, “If such be the case, what is the 
basis of the recovery that the appellant sought and received against 
Mr. Finberg?” 

By way of answer we point out that (1) Mr. Finberg did not sign and 
he was not a party to the signature card or the deposit contract with 
the Bank. Mrs. Finberg did sign both documents. Whatever may 
have been the grounds for holding Mr. Finberg liable, we see no in- 
consistency in holding Mrs. Finberg liable on her contract; (2) Mr. 
Finberg admitted that he owed “someone $250.00 for that check,” and 
that he had not paid anyone for it. He did not appeal from the judgment 
rendered against him in favor of the Bank. Therefore the grounds of 
his liability are not before us for consideration. 

The motion for rehearing is overruled. 





Drawee Bank Liable to Payee of Check Despite 
Deposit Agreement 


In an opinion which is somewhat unclear, a Texas court 
appears to have ruled that a drawee bank must honor a check 
drawn on it and presented by the payee even though the account 
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on which the check is drawn does not contain funds but rather 
only credits representing uncollected checks. 


Although there was some dispute as to the facts of the case 
the court determined that on October 10 Turner deposited 
checks in his account with the defendant bank totaling about 
$8,000. On October 11th Glidewell presented a check drawn 
by Turner for $970 but the bank refused payment on the ground 
that Turner did not have this much in his account. Glidewell 
agreed to leave the check with the bank which promised to 
make payment when the Turner account had sufficient funds. 
The check was never paid and Glidewell brought suit against 
the bank. 

The trial court ruled in favor of Glidewell, basing its de- 
cision on jury findings that on October 11th Turner did have 
on deposit funds sufficient to pay the check, that the bank did 
not accept Turner's deposit of October 10th for collection only 
and that the bank paid other checks out of Turner's account 
after Glidewell’s check had been presented and left for col- 
lection. The appellate court affirmed the trial court’s decision 
but in doing so did not clearly resolve the conflict which ap- 
peared in the case. The bank’s agreement with Turner was 
that items he deposited were received by the bank only as an 
agent for collection. On the other hand it appeared that Turner 
had been paying the bank $250 to $400 a month as a “float” 
charge which the court interpreted to be a fee paid to the bank 
for treating deposited items as cash and paying Turner’s checks 
before deposited items were collected. It would seem that this 
was a situation where the court should have resolved the ap- 
parent conflict arising out of the two agreements. Instead it 
merely ruled that the evidence was sufficient to support the 
jury's finding that the bank had funds in the Turner account 
during the time it held the Glidewell check. First Strawn Na- 
tional Bank v. Glidewell, Court of Civil Appeals of Texas, 307 
S.W.2d 297. The opinion of the court is as follows: 


GRISSOM, C.J.—-L. H. Turner was engaged in the business of 
selling livestock through an auction ring for a commission, giving his 
check to the seller and receiving che check of the buyer. Bill Glidewell 
sold some livestock through Turner for $970.85 net, for which Turner 
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gave Glidewell his check on the First Strawn National Bank. Glidewell 
presented said check to the Strawn bank for payment on October 11, 
1955, but the bank refused payment, saying that Turner did not have 
that amount on deposit. Whereupon, it was agreed that Glidewell should 
leave the check and the bank would collect it when Turner had the 
amount thereof on deposit. On October 10th, Turner had deposited the 
proceeds of his last auction sale in the Strawn bank. This deposit 
consisted of checks on other banks aggregating $7,919.79. Glidewell’s 
check was never paid and he sued the bank for the amount thereof, 
alleging, among other things, that when he presented Turner’s check 
for payment on October llth, and thereafter, Turner had funds on 
deposit sufficient to pay it; that said bank paid other checks for more 
than the amount of Glidewell’s check out of said deposit and on 
October 13th, sold Turner, out of said deposit, a cashier's check for 
$1,473.79 and, as a result thereof, Glidewell lost the amount of his 
check. 

A jury found that (1) on October 11th Turner had on deposit funds 
subject to check sufficient to pay Glidewell’s check; that (2) Turner did 
not stop payment of Glidewell’s check on October 18th; that (3) the 
bank did not accept Turner’s deposit of October 10th for collection only; 
that (4) when Turner purchased a cashier’s check on October 13th he 
did not order the bank to issue it before paying Glidewell’s check and 
that (5) other checks paid by said bank on and after October 11th were 
not in the bank and presented for payment before Glidewell’s check was 
left for collection. 

The cause was so submitted without objection or request for other 
issues and, on the answers thereto, judgment was rendered for Glide- 
well for the amount of his check, with interest. The bank has appealed. 
The substance of appellant's points is that there was no evidence, or that 
it was insufficient, to sustain said answers. The bank concedes that if, 
at the time Glidewell left his check for collection, or thereafter, Turner 
had on deposit funds out of which the bank could have paid his check, 
after paying all others then in the bank that had been previously pre- 
sented for payment, it had the duty to pay Glidewell’s check. 


The bank contends that the checks on other banks, aggregating 
$7,919.79, deposited by Turner on October 10th, were accepted for 
collection only; that, although the ledger sheet showed a credit to Turner 
of said amount, such credit was tentative and did not represent funds 
on deposit subject to payment of Turner's checks and, therefore, said 
deposit was not available to pay Turner's checks until collected. The 
bank says that it paid checks other than Glidewell’s because they were 
then in the bank and had been presented for payment before Glide- 
well’s check and that in paying them it loaned, or advanced, such amounts 
to Turner, believing it could be collected from the checks deposited by 
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Turner and not yet collected, but that it had no duty to loan Turner 
the money to pay Glidewell’s check. 

The bank says that before it received payment of all of said checks 
Turner, on October 18th, demanded a cashier’s check for $1,473.79, which 
reduced Turner’s account, after all the checks deposited on October 10th 
had been paid, so that the balance was insufficient to pay Glidewell’s 
check and that when Turner demanded said cashier’s check the bank 
examined the record of the deposited checks and concluded it would 
be safe in advancing said amount and, so believing, did advance, or loan, 
said amount to Turner. 

The bank says that because a “signature” card signed by Turner had 
printed thereon a statement that in receiving items for deposit or collec- 
tion the bank acted only as the depositor’s collecting agent there was 
thereby created an express contract which, as a matter of law, defeated 
Glidewell’s contention and the jury’s finding that Turner had funds on 
deposit subject to check sufficient to pay Glidewell’s check. The bank 
agrees that proof that the deposited checks were endorsed generally 
and placed to Turner’s credit established prima facie that Turner had 
said amount subject to check, but it says that said prima facie case was 
destroyed by the written contract evidenced by the signature card. We 
do not think this was conclusive of the agreement existing when the 
checks were deposited. 

Glidewell contends that when Turner deposited said checks aggregat- 
ing $7,919.79 that, under Turner’s agreement with the bank, said checks 
were received and deposited as cash and Turner then had on deposit 
funds in the amount of said checks, as reflected by the ledger, and, 
therefore, the bank should have paid Glidewell’s check therefrom. 


Since the bank concedes that if, at the time Glidewell left his check 
with the bank on October 11th, or thereafter, Turner had funds on de- 
posit out of which the bank could have paid his check, after paying all 
others then in the bank that had previously been presented for payment, 
it had the duty to pay Glidewell’s check and its points are that there is 
no evidence, or that it is insufficient, to support the jury’s findings, we 
may dispose of the case by deciding whether the evidence sustains the 
findings. There is evidence that Turner had been paying said bank $250 
to $400 per month as a “float” charge. Neither its meaning nor the 
manner of determining the amount is definitely established by the 
evidence. The testimony of Mr. Turner is subject to the interpretation 
that, in consideration thereof, the bank had agreed to treat such deposited 
checks as cash and pay Turner's checks thereon before the deposited 
checks were collected. The circumstances surrounding the transaction 
furnish some support for this contention. There is evidence that from 
October 10th through the 14th the bank did pay out of Turner’s account, 
supported only by such deposited checks, thirty-one other checks. Turner 
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testified, in effect, that the bank habitually paid his checks out of such de- 
posits before the deposited checks were collected. It is undisputed that 
several days after Glidewell presented his check for payment and left it for 
collection that said bank issued to Turner a cashier’s check for $1,470.79 
and charged same, plus a $3 exchange fee, to the account created by said 
deposited checks. Whether Turner demanded that said cashier's check 
be issued before payment of Glidewell’s check is disputed. It is un- 
disputed that, regardless of the payment of other checks out of said 
deposit, but for the sale of this cashier’s check there would have been 
on deposit from the collection of the checks deposited on October 10th 
sufficient funds to pay Glidewell’s check. Whether Turner directed 
issuance of this cashier’s check in preference to payment of Glidewell’s 
check was an issue of fact. The bank’s argument that Turner “de- 
manded” issuance of the cashier's check before payment of Glidewell’s 
check and that the bank decided to loan him the amount of the cashier's 
check are not entirely consistent. There is evidence from which it may 
reasonably be concluded that prior to the time Glidewell left his 
check with the bank for collection the Stokers left with the bank for 
collection two checks signed by Turner, but, at Turner’s request, they had 
been withdrawn and were not in the bank when Glidewell presented his 
check for payment and left it for collection. There is evidence that 
between the llth and 14th of October said bank, without Turner’s 
knowledge or consent, paid out of said deposit cashier's checks to the 
Stokers for more than the amount of Glidewell’s check. It is admitted 
that during said time the bank deducted $670.34 from Turner's said 
deposit to pay his overdraft. All the checks totaling $7,919.79, de- 
posited by Turner on October 10th were paid. From all the facts and 
circumstances we conclude the evidence was sufficient to support the 


jury’s findings. The judgment is, therefore, affirmed. 





Statute of Limitations Begins to Run When Bank 
Renders Statement to Depositor 


The Supreme Court of Wisconsin has handed down a very 
clear cut decision on the subject of banks and the running of 
the statute of limitations in causes of action involving forged 
checks. The plaintiff drew a check to the order of a brewing 
company and gave it to a person he believed to be an agent 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1397. 
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of the company who indorsed the check with the brewing 
company’s name and cashed it. The following month the bank 
returned the cancelled check to the plaintiff together with a 
statement showing his account had been charged with the 
amount of the check. Some time later the plaintiff brought suit 
against the brewing company for not delivering the beer he 
had ordered and paid for with the check but that suit was dis- 
missed when it was shown that there was no agency relationship 
between the person receiving the check and the brewing com- 
pany and that the company had in fact never received the 
check. The check had been drawn in 1946, the suit against 
the brewing company brought in 1947 and the dismissal of this 
suit was in 1952. 

In 1953 the plaintiff brought suit against the drawee bank 
on the forged indorsement. The bank’s principal defense was 
that the action was barred by the six year statute of limitations. 
The plaintiff countered with the argument that the statute did 
not begin to run until the fact of the forgery was established 
which was not until the dismissal of his suit against the brewing 
company. 

The court ruled in favor of the bank by deciding that the 
statute of limitations begins to run on checks bearing forged 
indorsements “as of the date the bank renders its statement to 
the depositor showing the charging of the check to the de- 
positor’s account.” The reasoning of the court is important. A 
checking account creates a debtor-creditor relationship between 
the bank and the depositor. No cause of action arises in behalf 
of the depositor however until he makes a demand on the bank 
and the bank has refused unless facts have arisen which dispense 
with such demand. In this case the returning of the check and 
the rendering of the account dispensed with the necessity of 
making a demand as a condition precedent for recovering from 
the bank. Peppas v. Marshall & Ilsley Bank, Supreme Court 
of Wisconsin, 86 N.W.2d 27. The opinion of the court is as 
follows: 


CURRIE, J.—When does a cause of action by a depositor against a 
bank to recover the amount of a check bearing a forged endorsement, 
which the bank had charged against the depositor’s account, accrue so 
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as to start the statute of limitations running? This is the sole question 
before us on this appeal. 

In plaintiff's affidavit opposing the motion for summary judgment, 
he averred that he first learned that the endorsement of the check had 
been made by an unauthorized party when the circuit court for Mil- 
waukee county, in November, 1952, entered its findings of fact in the 
action which he had commenced against the Perplies Brewing Company, 
drawee of the $625 check. It is plaintiff's contention on this appeal that 
the date of the commencement of the instant cause of action did not 
accrue until his discovery of the facts establishing the forgery of the 
payee’s endorsement to the check, and, therefore, the six year statute 
of limitations had not run against his cause of action. 

The law is well established that a general deposit in a bank, such as 
in a checking account, creates a debtor and creditor relationship between 
the depositor and the bank. No cause of action arises in behalf of the 
depositor for the deposit until demand has been made upon the bank 
and it has refused such demand, unless facts have arisen which dis- 
pense with such demand. 1 Morse on Banking (6th ed.), p. 743, sec. 
$22; 5B, Michie on Banks and Banking, pp. 299, 301, sec. 357a; 5 Zoll- 
mann, Banks and Banking, p. 384, sec. 3422, and p. 393, sec. 3428. 

While there is some division of authority on the point, the better 
reasoned cases hold that the act of a bank in returning to the depositor, 
as a cancelled voucher, a check bearing a forged endorsement, together 
with a statement or passbook showing the charging of the amount of 
such check to the depositor’s account, is a denial of liability which 
dispenses with the necessity of a demand as a condition precedent for 
the depositor suing the bank to recover the amount of such check. 
Union Tool Co. v. Farmers & M. Nat. Bank, 1923, 192 Cal. 40, 218 P. 
424, 28 A.L.R. 1417; Kansas City Title & Trust Co. v. Fourth National 
Bank, 1932, 185 Kan. 414, 10 P. 2d 896, 87 A.L.R. 334; and Masonic 
Benefit Ass'n of Stringer Grand Lodge v. First State Bank, 1911, 99 Miss. 
610, 55 So. 408. These cases hold that the statute of limitations starts 
to run against the depositor’s cause of action, to recover the amount of 
the check bearing the forged endorsement, as of the date the bank 
renders its statement to the depositor showing the charging of the 
check to the depositor’s account. On this point see also 34 Am.Jur., 
Limitation of Actions, p. 102, sec. 128, and annotation, 87 A.L.R. 344. 

We quote from the opinion of the Kansas court in Kansas City Title 
& Trust Co. v. Fourth National Bank, supra, as follows (135 Kan. at 
page 422, 10 P.2d at page 900): 


“The relation of a bank to its depositor is that of debtor and 
creditor, and the sum he has on deposit in his checking account 
is a debt of the bank payable to him on demand; yet, because it 
is payable on demand, he cannot sue the bank for the amount 
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of his deposit until payment on demand has been made and 
refused; and such demand and refusal are necessary to set in 
motion the statute of limitations. But where the bank renders 
a statement to the depositor showing the status of his checking 
account, it says to him, in effect, “This bank owes you this stated 
balance, and no more.’ Such statement may fairly be construed 
as a notice that any claim the depositor may make in excess of 
the stated balance would be resisted by the bank. And in that 
view of the situation the depositor’s formal demand for a greater 
sum and the bank’s formal refusal to pay a larger sum would be 
unnecessary to perfect the depositor’s cause of action, and like- 
wise to set in motion the statute of limitations. If this is not the 
legal effect of the bank’s monthly statement to its depositor, it is 
not apparent what function the monthly statement performs.” 
(Emphasis supplied. ) 


The only provision in sec. 330.19, Stats., which makes the starting 
of the six year period of limitation therein imposed dependent upon 
discovery by the aggrieved party of the facts giving rise to his cause 
of action, is to be found in subd. (7) of such statute. Such subsection 
provides that a cause of action for fraud shall not be deemed to have 
accrued until discovery by the aggrieved party of the facts constituting 
the cause of action. We believe this to be a proper case in which to 
invoke the rule of statutory construction of “expressio unius est exclusio 
alterius” (the expression of one thing excludes another). Therefore, 
having expressly made the accrual of the cause of action dependent 
upon the discovery of facts by the aggrieved party only in an action 
for fraud, it will be assumed that the legislature did not intend this 
stated aa to apply to the other causes of action embraced within 
sec. 330.19 

We, piietian hold that plaintiff's cause of action accrued when 
he received the statement and cancelled vouchers from the defendant 
bank in May, 1946, and that such cause of action was barred by the 
six year period of limitation provided by sec. 330.19, Stats., at the time 
he commenced the instant action on March 5, 1953. 

Judgment affirmed. 
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Federal Income Taxation of Banks— 


Disclosure of Information Regarding Customers’ Tax Liability 


ALLAN J. PARKER 
of the New York Bar 


INTRODUCTION 


One of the tax problems consistently confronting banks 
is the extent to which they are required to divulge information 
concerning their customers’ financial affairs to the Federal 
Government. Banks are in the peculiar position of being the 
repository not only of their depositors’ funds but also of a 
great deal of such financial data. There has grown up between 
a bank and its customers a relationship of trust and confidence 
under which the customer properly expects that his affairs 
will not be disclosed to unauthorized persons. 

On the other hand, the Government must be permitted to 
check on the accuracy of taxpayers’ returns if the payment of 
income taxes is not to become essentially a voluntary matter.’ 
Such information in the hands of third persons, such as banks, 
must be made available to authorized Government personnel 
who are strictly forbidden to make further public disclosure 
thereof.’ 

The law does not recognize any “banker-customer” priv- 
ilege against disclosure comparable to the recognized physician- 
patient or attorney-client privilege. Hence the bank is re- 
quired to divulge some financial information concerning its 
customers’ affairs to the Federal Government as a routine mat- 
ter through regular information returns. In other cases, prop- 
erly constituted revenue agents are entitled to further informa- 
tion by examining and copying the bank’s books and records 
relating to the taxpayer under investigation. These two sub- 
jects will herein be discussed in order. 


Information Returns 
The purpose of information returns essentially is to pro- 


1 In re Upham’s Income Taz, 18 F Supp. 787 (S.D.N.Y. 1984). 
2 TRC. Section 7213 (a). 
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vide a partial check on amounts of income which through mis- 
understanding, neglect, or fraud may have been omitted from 
a taxpayer’s return—a circumstance which examination of the 
return itself or even the taxpayer’s records would not neces- 
sarily disclose. Section 6041(a) of the Internal Revenue Code 
requires a return of information from all persons, including 
banks, with respect to payments made in the course of business 
of “rent, salaries, wages, premiums, annuities, . . . or other 
fixed or determinable gains, profits and income of $600 or 
more in any taxable year”.® 

Under Section 6041(b), any person undertaking as a 
matter of business the collection of foreign payments, such as 
interest upon bonds of foreign corporations, must report the 
amount paid and the recipient of each such payment. 

Section 6041(c) provides that every corporation making 
payments of interest, regardless of amount, shall, when re- 
quired by regulations of the Commissioner report the recipients 
of such interest payments. However, no such regulations have 
yet been promulgated, so interest payments are still governed by 
the general $600 limitation. 

Under Section 6042, dividends or distributions (other than 
distributions in liquidation), to any shareholder totalling $10 
or more must be reported.* These information returns, when 
received by the Government, are sorted and the payments re- 
corded thereon may be checked against the amounts of income 
listed on the tax returns of the particular taxpayers named in 
the information returns. 

It will be seen that the range of payments subject to report- 
ing in information returns is broad. For example, compensa- 
tion of $600 or more for personal services such as legal or ac- 
counting fees, must be reported if and to the extent that such 
payments are not subject to withholding as wages and reported 
on Form W-2. Again, where banks service real property, col- 
lecting rents for the lessors of such property, they must file 
necessary information returns.° 


3 The $600 limitation means an aggregate for the year, not merely lump sum payments 
of $600 or more. 

4 The $10 limitation was imposed by T.D. 5914, 1952-2 C.B. 169. Non-taxable stock 
dividends need not be reported, but dividends which are in whole or in part a return 
of capital must be. 

5 Mim. 3772, VIII-2 C.B. 189. 
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Often, dividend or interest income is paid to a person who 
is not the actual owner of a security—such as in the case of a 
nominee, individual or partnership, of a bank’s personal trust 
department. In an effort to check the abundant possibilities 
of fraud in such cases the Regulations require that a person 
(such as the bank) who is not the actual owner of the security 
must furnish the name and address of the actual owner or payee 
on Form 1087. Unless such a return is filed, the record owner 
will be held liable for any tax based on such dividends or interest 
in addition to any other penalties which may be applicable.* 

Despite the Government’s need for information to check 
returns, however, it is recognized that details as to some pay- 
ments, such as wages, or trust distributions’ are otherwise 
reported, and that there would be an impossible burden on 
businessmen if every disbursement had to be reported. There- 
fore, Regulations, still in force, promulgated under correspond- 
ing sections of the 1989 Code, provide that, among others, pay- 
ments of the following character, although amounting to $600 
or more during a calendar year, need not be reported in in- 
formation returns:* 


Payments of any type made to a corporation. 

Bills paid for merchandise, telegrams, telephone, freight, 
storage and similar charges. 

Payments of rent made to real estate agents (but the agent 
must report payments to the landlord if the amount paid during 
the taxable year was $600 or more). 

Payments of wages to employees which are subject to with- 
holding. 

Payments made to non-resident aliens which are subject to 
withholding. 

Payments of interest on corporate bonds, except pre-1934 
tax-free covenant bonds. 


Perhaps the type of payment most frequently affecting 
banks is payment of interest on savings or special interest ac- 
counts. For the purpose of meeting the $600 minimum require- 
ment for reporting, where an individual has more than one 


8 Regs. 118 Section $9.147-8(a). 

7 Accordingly, the trust department of a bank is not required to file specific information 
returns as to distributions to beneficiaries since Form 1041, the Fiduciary Income Tax 
Return, serves both as an information and computation form. 

8 Regs. 118 Section 3$9.147-3 (a). 
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account such as an account in his own name and another ac- 
count as “John Doe in Trust for Richard Roe”, the amounts 
of interest should be aggregated for information purposes. 
Interest on a joint account would ordinarily seem properly 
allocable one-half to each depositor. 

The sum received on withdrawal from a building and loan 
association in excess of amounts paid in, representing accumu- 
lated earnings, is a dividend, not interest, for information pur- 
poses. However, in the case of a building and loan association, 
a savings and loan association, a co-operative bank, or a credit 
union, an information return is required to be filed with respect 
to regular dividends or distributions only if an information 
return would have been required if the dividends or distribu- 
tions had been payments of interest.” 

The information return used for these purposes is Form 
1099. One copy of Form 1099 is used for each payment re- 
ported for each taxpayer. The bank’s accumulated Form 
1099s are transmitted to the Internal Revenue Service with 
Form 1096. The forms must be filed annually on or before 
February 28th with the Internal Revenue Service Center near- 
est to the bank.”® Although there is nothing in the law requir- 
ing it, frequently a copy of the Form 1099 is furnished to 
the taxpayer as a matter of courtesy. 

Closely allied to the above required returns is the return re- 
quired of every bank or other financial institution in the United 
States of unusual currency transactions. Form TCR-1 must be 
filed each month with the Federal Reserve Bank of the District 
in which the financial institution is located revealing informa- 
tion concerning transactions involving $2,500 or more of United 
States currency in denominations of $100 or higher or trans- 
actions involving $10,000 or more of United States currency 
in any denominations and transactions involving any amount 
in any denominations which in the judgment of the financial 
institution exceed those commensurate with the customary con- 
duct of the business of the person or organization concerned.” 


® Regs. 118 Section 39.148 (a) -1. 

10 The — a are located at Kansas City, Missouri; Lawrence, Massachusetts; 
and Ogden, U 

11 Unusual norma include cashing checks, depositing currency, withdrawing currency, 
or purchasing a check. $1 C.F.R. Section 102. These returns are sent to the Internal 
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Another type of information return is sometimes required 
of banks arises out of the fact that during the 1930's, a num- 
ber of wealthy taxpayers conceived the idea of avoiding United 
States taxes by placing their securities in foreign corporations, 
there to accumulate income free of United States taxes. 
Congress attempted to end this tax-avoidance device by pro- 
viding that a United States shareholder’s share of income 
earned by such a foreign personal holding company is taxed 
to him, whether actually distributed to him or not. To im- 
plement such legislation, an additional information return is 
required of every attorney, accountant, fiduciary, bank, trust 
company, financial institution or other person who advises 
with respect to the formation of a foreign corporation.” In 
such a case the bank must within 30 days after giving such ad- 
vice file an information return on Form 959, stating among 
other things the shareholder’s and the corporation’s names and 
addresses. 

An attorney is not required to file a return as to advice or 
information he gives through an attorney-client relationship.” 
But, where a company, including a bank, furnishes advice and 
information to an attorney which enables him to advise his client, 
no privilege is involved and it is required to file an information 
return. 

The duty of filing required information returns on the part 
of the bank is enforceable by both criminal and civil penalties. 
Willful failure to file a return or supply information, is punish- 
able as a misdemeanor with a fine of $10,000 or imprisonment 
of not more than one year or both, together with costs of pros- 
ecution."* In part because of the extreme difficulty of proving 
“willfulness”, in such cases, the Code also provides a civil 
penalty of $1.00 for failure to file certain information returns 
where such failure is not due to reasonable cause but is due 
to willful neglect.**” The total penalty that may be imposed 
Revenue Service Intelligence Division in recognition of the fact that tax evasion (including 
the Federal excise tax on wagering) frequently involves large currency transactions. 

12 L.R.C. Section 6046 (a). 

13 T R.C. Section 6046(c). 

14 Revenue Ruling 77, 1953-1 C.B. 473. 

14a T R.C. Section 7208. Prosecution for such an offense, it must be admitted, is exceed- 
ingly rare. The few cases that have been reported involve professional gamblers. See 


United States v. Carroll, 117 F.Supp. 209, 218 (W.D. Mo. 1954). 
14D]. R.C. Section 6652(a). These returns required relate to payments of corporate 
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on a delinquent under this Section for any calendar year, 
however, cannot be more than $1,000, no matter how many in- 
formation returns are due but unfiled. In all events, in making 
these returns a bank is only required to use ordinary business 
care.**° 


Inspection of Bank’s Records by 
Internal Revenue Authorities 

In addition to the routine information which a bank is 
required to furnish the Government through information re- 
turns, the bank may also be called upon to give specific infor- 
mation of its customers’ transactions with the bank. Particular- 
ly, a bank may be required to permit revenue agents to inspect 
and copy a customer’s statements, deposit ledger, loan trans- 
actions, loan applications, and similar data. 

As noted above, several considerations affect the banker 
whose third party records are demanded by an Internal Rev- 
enue Agent. First, of course, as a citizen, he is willing to ac- 
commodate the United States in the reasonable enforcement 
of the Internal Revenue laws. Second, however, customers 
rely on their banker to respect their confidences and generally 
to protect their interests in every legitimate manner, and res- 
pect for the confidential nature of customers’ affairs is con- 
stantly impressed on bank employees. The banker who fails 
in this respect may not only lose that customer’s business but 
the confidence of his other customers. Third, the conservative 
banker does not wish to upset his office routine, impose added 
burdens on his staff, and otherwise expend time and money in 
combing through file cabinets and warehouses of records, even 
at the request of the United States. 

A brief word of introduction as to how the Internal Revenue 
Service operates in this connection may be in order. For 
routine civil tax examinations, a Revenue Agent ordinarily 
requests for verification bank statements which are furnished to 
him voluntarily by the taxpayer. If still further information 
is desired concerning the taxpayer’s bank accounts, the Rev- 
enue Agent will ask the taxpayer to get it for him. 
dividends, patronage dividends, or information required under Section 6041, supra, such 


as interest payments. 
l4c |. T. 1876 C.B. II-2 p. 252. 


| ee re mee ee ee tenia a 


Late tae ne 


ae 





FEDERAL INCOME TAXATION 425 


Therefore, when an Agent asks a bank for records in the 
first instance, he is likely to be a Special Agent of the Intelli- 
gence Division of the Internal Revenue Service whose primary 
concern is with the detection and criminal prosecution of tax 
fraud. The taxpayer often does not know about the Special 
Agent’s activities. To prevent the taxpayer from destroying 
records, silencing possible witnesses, or otherwise covering his 
trail, where fraud is suspected, the Agent may sometimes try 
to have his case well advanced before the taxpayer is asked 
for an explanation.” 

In this regard the bank’s records can be of enormous im- 
portance to a Special Agent in several ways that are primarily 
concerned with tax fraud. For example, the bank’s records 
of substantial deposits to the taxpayer’s accounts which are not 
accounted for on the taxpayer’s income tax return are strong 
indications of fraud. Again, the endorsements on cancelled 
checks may furnish evidence of unlawfully claimed deductions, 
under circumstances tending to negative mere error as where the 
purchase of a summer home is deducted as a business expense. 
Or, the taxpayer’s bank accounts and loan applications, among 
other documents in the bank’s possession, may furnish the 
Special Agent with a starting point for a net-worth prosecu- 
tion.” That is, if a taxpayer files a loan application for an 
automobile loan in, say, 1950 indicating a net worth of $5,000 
and in 1958 his holdings of land, securities and bank deposits 
total $200,000 and he has reported only $10,000 of taxable 
income each year, the Agent is well on his way toward a prima 
facie case of income tax evasion. 

Tax evasion is a deliberate and secret crime, relatively 
difficult to detect. To enable an effective check to be made 
on taxpayers’ returns, the law first provides that the Internal 
Revenue Service may examine a taxpayer’s books, papers, 
records or other data which may be relevant or material to 
the purpose of ascertaining the correctness of any return or 


15 See Foley, Special Agents’ Offices, 7th N.Y.U. Inst. 205, 207 (1949). While the 
Intelligence Unit of the Service regards specific details as to its investigative methods 
as confidential, banks are frequently requested not to tell a depositor of the Agent’s visit. 
It is well to bear in mind that a tax fraud case is not a tax case with criminal over- 
tones; it is « criminal case with tax overtones. 

16 See Falsone v. United States, 205 F.2d 734, 748 (5th Cir. 1953). See generally, 
Mitchell, The Net Worth Doctrine, 14th N.Y.U. Inst. 1845 (1956). 
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determining his liability for any Internal Revenue Tax or as 
transferee.’ In addition the Service may also summon any 
third person other than the taxpayer having possession of books 
containing entries relating to the business of the taxpayer to 
produce such books and records and to give such testimony 
under oath as may be relevant or material to such inquiry.” 

The summons demanding the production of records or the 
giving of testimony must be personally served on the bank.” 
Where the summons requires the production of books, papers, 
records, or other data, it is sufficient if they are described with 
reasonable certainty.” 

The time and place of the examination of records is fixed 
by the Secretary or his delegate but must be reasonable under 
the circumstances. In the case of a summons to produce books 
and records and to take testimony under oath, the date fixed 
must be not less than 10 days from the date of the summons.” 

Congress has provided the Revenue authorities with a full 
arsenal of weapons to compel compliance with the investigative 
provisions of the Internal Revenue laws.’ If the Revenue 
Agent’s summons is not answered, or the books or other data 
required by the statute are not produced, the Agent may apply 
to the District Court where the bank is located for an attach- 
ment “as for a contempt” against the bank or the officer thereof 
to whom the summons is directed.** The court may make such 
order as it shall deem proper to enforce obedience to the re- 
quirements of the summons and to punish such person for his 
default or disobedience.“ In addition a fine or imprisonment 
STERG, Seton 70081). 

18 LR.C. Section 7602(2), (8). 

19 Delivery must be made to a responsible person in charge. I.R.C. Section 7603. 

20 The summons may be served by a revenue agent. Beatty v. United States, 227 F.2d 
$50 (8th Cir. 1955). Since a tax investigation of this nature is not a judicial proceeding 
but an inquisitorial administrative proceeding, it may be properly conducted by a 
Treasury Agent who is regarded as the delegate of the Secretary of the Treasury. Matter 
of Levine, 248 F.2d 175 (2d Cir. 1957). The procedure for the issuance and enforcement 
of a standard form of summons to appear to testify or produce books and records (Form 
2089) is set forth in Rev. Proc. 55-6, 1955-2 C.B. 903. 

21 1. R.C. Section 7605(a). In the case of a bank, the Revenue Agent will usually come 
to the bank’s premises and not require the bank to transport its records elsewhere. Cf. 
United States v. United Distillers Products, Inc., 156 F.2d 872 (2d Cir. 1946) (hostile 
and un-cooperative action of the taxpayer corporation’s officers justified removal of 
records by Agent). 

22 Brody v. United States, 243 F.2d $78 (1st Cir. 1957). 

23 I.R.C. Section 7604 (a). 


24 7.R.C. Section 7604(b). This usually means going to jail until the order of the court 
is obeyed. 
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or both are provided, upon conviction, for neglect to comply 
with a summons properly issued in accordance with Sections 
7602, 7603 and 7604(b) of the Code.” 

In the light of the above statutory provisions, what docu- 
ments must a bank let the Agent see? Since in any determina- 
tion of tax liability, the facts are far more readily available to 
the taxpayer than to the Government,” the courts have tended 
to give very broad powers of investigation to Revenue Agents, 
similar to a Grand Jury’s.” Or, as the Supreme Court said 
in United States v. Morton Salt Co., 888 U.S. 642 (1949) :* 


“We must not disguise the fact that sometimes, especially 
early in the history of the federal administrative tribunal, the 
courts were persuaded to engraft judicial limitations upon the ad- 
ministrative process. The courts could not go fishing, and so 
it followed neither could anyone else. Administrative investiga- 
tions fell before the colorful and nostalgic slogan ‘no fiishing 
expeditions.’ . . . 

. . . Because judicial power is reluctant if not unable to summon 
evidence until it is shown to be relevant to issues in litigation, it 
does not follow that an administrative agency charged with seeing 
that the laws are enforced may not have and exercise powers of 


original inquiry.” 
There is no relevant document, such as deposit slips, Re- 
cordak copies of checks, or ledger accounts that is shielded from 
the Agent’s eyes. Moreover, the Government’s right to ex- 
amine includes the right to copy or photostat the records 


examined.” 
In addition, although the investigation of a third-party’s 
records has been said to have “constitutional overtones’’,” the 


25 I. R.C. Section 7210; Revenue Pro. 55-6, 1955-2 C.B. 908, supra. In addition, a specific 
penalty of $500 is provided against the owner of any building or place or person in 
charge thereof who refuses to admit any Agent acting under the authority of Section 
7606 (relating to entry of premises for examination of taxable articles). See United 
States v. Sax, 57-2 U.S.T.C. Par. 9909 (S.D. Fla. 1957). 

26 In re Albert Lindley Lee Memorial Hospital, 209 F.2d 128 (2d Cir. 1953). 

27 Falsone v. United States, 205 F.2d 734 (th Cir. 1958); In re Wood, 123 F.Supp. 
297, 302 (W.D. Ky. 1954); Torras v. Stradley, 108 F.Supp., 787 (N.D. Ga. 1951). 
See generally, Note, The Inquisitorial Powers of the Federal Government in Third-Party 
Taz Investigations, 41 Minn. L. Rev. 800 (1957); Note, The Commissioner’s Power to 
Investigate Tax Records, 39 Va. L. Rev. 674 (1958); Mickey, The Investigative Powers 
of the Bureau of Internal Revenue, 10th N.Y.U. Inst. 685 (1952); Barnes, Inquisitorial 
Powers of the Federal Government Relating to Taxes, 28 Taxes 1211 (1950). 

28 See also Oklahoma Press Publishing Co. v. Walling, 327 U.S. 186, 209 (1946). 

29 Boren v. Tucker, 239 F.2d 767 (9th Cir. 1956); West Side Ford, Inc. v. United States, 
206 F.2d 627, 684 (9th Cir. 1953). 

80 Local 174 Etc. v. United States, 240 F.2d $87, 390 (9th Cir. 1956). 
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primary constitutional rights involved are not the bank’s, but 
the taxpayer’s. Thus, third-parties, such as banks, or people 
with whom the taxpayer does business, cannot base a refusal to 
produce records or to give testimony on the ground that the 
testimony might incriminate the taxpayer no matter how in- 
criminatory of him the records in fact may be.*’ Indeed since 
Section 7602 authorizes an examination of records to determine 
the “correctness” of any tax return, such an examination may 
inevitably also include a determination of a taxpayer’s possible 
criminal liability for tax evasion.” 

Just as the bank may not raise the taxpayer’s rights against 
self-incrimination under the Fifth Amendment, so it may not 
object to examination on the ground that there has been an un- 
reasonable search and seizure of the taxpayer’s records pro- 
hibited by the Fourth Amendment.* That is a privilege per- 
sonal to the bank, the owner of the records;** the bank might 
raise the objection on its own behalf only if the examination is 
in fact totally unreasonable as to it, not the taxpayer.*° Indeed, 
there is no provision in the statute which even gives the taxpayer 
the right to know that his records are being investigated ;** no 
banker-customer privilege is recognized™ and any “right of 
privacy” which the customer may have as to his financial affairs 
must yield to the public interest in enforcement of the revenue 


81 First National Bank of Mobile v. United States, 160 F.2d 582 (5th Cir. 1947); In re 
Friedman, 104 F.Supp. 419 (S.D.N.Y. 1952); See generally, Redlich, Searches, Seizures, 
and Self-Incrimination, 10 Tax L. Rev. 191, 197 (1954). 

82 Boren v. Tucker, 239 F.2d 767, 772 (9th Cir. 1957). But see United States v. O’Connor, 
118 F.Supp. 248, 250 (D. Mass. 1958), where a subpoena could not be employed by the 
Internal Revenue Service merely to aid the prosecution of a pending criminal action 
on behalf of the Department of Justice. 

88 Zimmerman v. Wilson, 105 F.2d 588 (8rd Cir. 1989); McMann v. SEC, 87 F.2d $77 
(2d Cir. 1987); In re Upham’s Income Taz, 18 F. Supp. 787 (S.D.N.Y. 1987); Albachten 
v. Corbett, 58-1 US.T.C. Par. 9290 (S.D. Cal. 1957). But see Zimmermann v. Wilson, 
81 F.2d 847 (Srd Cir. 1986). See generally, Mickey, The Investigative Powers of the 
Bureau of Internal Revenue, 10th N.Y.U. Inst. 685, 693 (1958) supra. 

84 It may be noted that control and ownership of the records, not mere possession are 
the important factors. Schwimmer v. United States, 232 F2d 855, 860 (8th Cir. 1956). 
85 Local 174 Etc. v. United States, 240 F 2d 8387 (9th Cir. 1956) supra. 

th ienaeen, tx ensticd cunt Cha Sempedite tem tome pelleitied tp teterrene bb © eentavey 
between the third party and the Government. See In re Albert Lindlely Lee Memorial 
Hospital, 209 F.2d 122 (2d Cir. 1953). United States v. Third Northwestern National 
Bank, 102 F.Supp. 879 (D. Minn. 1952). 

87 Cf. United States v. Falsone, 205 F.2d 734, 740 (5th Cir. 1958) (No extension of 
evidentiary privilege to accountants.) See also Schwimmer v. United States, 282 F.2d 855 
supra (8th Cir. 1956). Indeed, in Gretsky v. Basso, 186 F.Supp. 640 (D. Mass. 1956) 
there is a suggestion that even the established evidentiary privileges like the physician- 
patient privilege do not apply to a federal tax examination. This dictum seems most 
doubtful. In re Albert Lindley Lee Memorial Hospital, 209 F.2d 122 (2d Cir. 1953); 
Chapman v. Goodman, 219 F.2d 802 (9th Cir. 1955). 
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laws.** Even if a bank officer, such as a trust officer, were in 
fact an attorney, communications made to him by a customer 
would not be privileged since he would not be consulted in his 
capacity as attorney.” 

The fact that a taxpayer’s records or the bank’s records 
relating to the taxpayer have already been examined once“ 
does not prohibit a second examination even though taxpayer's 
petition to the Tax Court of the United States may be pend- 
ing.* 

Are there any limitations available to the bank on the 
Service’s inquisitorial powers? 

While there are some restrictions based on extra-territorial- 
ity, the investigative powers of the Service are primarily 
limited by Section 7602 supra, permitting investigation of 
books (1) “relating to the business of the person liable for tax” 
and (2) “any relevant or material books, papers, . . .”. 


As to the first restriction, the Service must be investigating 
the liability of a designated taxpayer. Agents cannot conduct 
general examinations of a bank’s records to establish the ident- 
ity of other taxpayers whose returns will then be investigated. 
For example, a bank was not required to furnish information 
as to the names and address of the beneficiaries of trusts “where 
the widow, a beneficiary, had elected to take against the will’. 
Such an exploratory search did not bear on the bank’s tax 
liability or that of any designated third party.“ 


88 McMann v. SEC, 87 F.2d $77, 378 (2d Cir. 1987). “The suppression of truth is a 
grevious necessity at best, more especially when as here the inquiry concerns the public 
interest; it can be justified at all only when the opposed private interest is supreme.” 
But see Gretsky v. Basso, supra, where it is hinted that the restriction against unnecessary 
examinations applies to protect the taxpayer’s interests in protecting its relationships 
with third parties. This case involved examination of the books of a hospital and it is 
unclear whether the hospital was being examined as a taxpayer or a third party as in 
In re Albert Lindley Lee Memorial Hospital, 209 F.2d 122 (2d Cir. 1953). 

39 Pollock v. United States, 202 F.2d 281 (5th Cir. 1958). 

40 Again, however, a court might not give assistance to repeated summonses if abuse is 
plainly proved. In re Keegan, 18 F.Supp. 746 (S.D.N.Y. 1937). 

41 In re Wood, 123 F Supp. 297 (W.D. Ky. 1954). The Government may, for example, 
move for an increased tax deficiency by amended answer in the Tax Court. National 
Plate Glass Co. v. United States, F2d (2nd Cir. 1958). 

42 A bank may not be required to produce its records concerning a foreign branch with 
separate books outside the country, but may be required to produce its records as to a 
Puerto Rican branch. The important question is control, not mere location of the 
records. In re Harris, 27 F.Supp. 480 (S.D.N.Y. 1989); In re Rivera, 79 F.Supp. 510 
(S.D.N.Y. 1948). 

43 May v. Davis, 7 F Supp. 596 (D. Pa. 1984). See also First National Bank of Mobile 
v. United States, 160 F.2d 532, 534 (5th Cir. 1947); In re International Corporation Com- 
pany, 5 F Supp. 608, 611 (S.D.N.Y. 1984); McDonough v. Lambert, 94 F.2d 838 (1st Cir. 
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Even though the Agent may have a specific taxpayer under 
investigation—and usually he does—his examination is still 
subject to the second statutory limitation that the books and 
records sought must be relevant to that taxpayer’s liability.“ 
Neither the Internal Revenue Code nor the Fourth Amend- 
ment* sanctions an oppressive or unreasonable “exploratory 
investigation whose purposes and limitations can be deter- 
mined only as it proceeds.”** Although a certain inevitable 
amount of “fishing” on the part of the Government is not 
forbidden, before a bank need undertake the trouble and ex- 
pense of searching through its records, there must be some 
likelihood that there will be papers which have a bearing on the 
tax liability of the taxpayer under investigation.” A bank 
need not produce or sift through file cabinets full of records® 
or run through six million items on its Recordak“ machine 
merely to find out for the Agent whether or not any of the 
bank’s records bear on the questioned returns of certain named 
parties.” 

Neither the Agent nor the bank may be the judge of rele- 
vance and materiality, but the appropriate District Court on 
proper application on the Government’s motion to enforce the 
subpoena by contempt proceedings.” Although in theory this 
procedure leaves a bank officer resisting the examination open 
to punishment for contempt if he is wrong in his judgment of 
materiality, practically if he acted in good faith, he would be 
permitted to purge himself of the contempt by obeying the 


. This sort of drag-net information must be obtained, if at all, through information 
returns discussed above. 
44 Hubner v. Tucker, 245 F.2d 35 (9th Cir. 1957); Local 174 International Brotherhood 
of Teamsters v. United States, 240 F.2d 387 (9th Cir. 1956); Martin v. Chandis Securities 
Co., 128 F.2d 781 (9th Cir. 1942). 
45 Local 174 International Brotherhood of Teamsters v. United States, supra. 
46 McMann v. S.E.C., 87 F.2d $77, 379 (2d Cir. 1987). 
47 United States v. Third Northwestern National Bank, 102 F Supp. 879, 888 (D. Minn. 
= See also First National Bank of Mobile v. United States, 160 F.2d 532 (5th Cir. 
1947) supra. 
48 United States v. Third Northwestern National Bank, supra. (An exploratory exam- 
ination for documents not known to exist would require the exclusive time of three or 
four bank employees for three or four days was held an unreasonable burden upon the 
bank. The question is the age-old one of balancing the necessities of the Government 
against the inconvenience of the citizen.) 
49 First National Bank of Mobile v. United States, supra. 
50 Far from being disabled from raising the question of relevancy a third party has been 
said to be specifically protected from examination unless the Agent proves that a paper 
in its possession is relevant to the liability of the taxpayer under investigation. Hubner 
v. Tucker, 245 F.2d 35, 39 (9th Cir. 1957). 
51 Hubner v. Tucker, 245 F.2d 35 (9th Cir. 1957); Local 174 Etc. v. United States, supra. 
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court’s order. Even if he wished to appeal from the district 
court’s order, presumably any arrest for contempt would be 
merely pro forma™* pending appeal. He would not go to jail 
unless he deliberately flouted a final order. 

However, the Revenue Agent is not required specifically 
to itemize and catalogue each document he wishes to inspect,”” 
and he is entitled to interrogate an appropriate bank officer, 
under oath if need be, as to what papers or records the bank 
does have.*** Moreover, in the absence of a sheerly oppressive 
subpoena demanding documents by the roomful, standards of 
materiality or relevancy applied by the courts are far less rigid 
in an ex parte inquiry to determine the existence of a violation 
of a statute than those applied in trial or adversary proceed- 
ings.*"* 

Where the Statute of Limitations has run on the taxpayer’s 
liability for a designated taxable year, it is arguable that all 
books and records relating to the taxpayer’s tax liability for 
that year are necessarily irrelevant and the requested examina- 
tion should be denied.” 

However there are two exceptions which largely swallow 
up this rule. First, facts and figures concerning a barred year 
may be relevant with respect to an open year which is under 
investigation, as, for example, where a taxpayer has taken 
depreciation deductions in the open year for property pur- 
chased during the barred year. His depreciable basis in the 
property is a proper subject for investigation.” 

Second, since fraud on the part of the taxpayer removes 
the bar of the Statute of Limitations,“ the Special Agent will 
sometimes assert a suspicion of fraud. 

There is some difference among the circuits as to how much 
of a showing the Internal Revenue Service must make of the 
existence of fraud before such an examination of the taxpayer’s 


51a Chapman v. Goodman, 219 F.2d 802, 807 (9th Cir. 1955). 

51b Schwigmer v. United States, 232 F.2d 855, 862 (8th Cir. 1956). 

5le First National Bank of Mobile v. United ‘States, supra. 

51d West Side Ford Co. v. United States, 206 F.2d 627, 682 (9th Cir. 1953); Hagan v. 
Porter, 156 F.2d 362 (9th Cir. 1946). 

52 In re Brooklyn Pawnbrokers, Inc., 39 F.Supp. 304 (E.D.N.Y. 1951); Martin v. Chandis 
Securities Co., 128 F.2d 731 (9th Cir. 1942). 

53 Norda Essential Oil and Chemical Co. v. United States, 230 F.2d 764 (2d Cir. 1956); 
Falsone v. United States, 205 F.2d 734, 742 (5th Cir. 1958). 

541. R.C. Section 6501 (c) (1). 





432 THE BANKING LAW JOURNAL 


or the bank’s records will be permitted. Some cases hold that 
probable cause supporting the issuance of the summons is 
established simply by the testimony of an Internal Revenue 
Agent that there are reasonable grounds for suspecting fraud. 
The courts reason that while the Agent may, upon examining 
the bank’s records, find nothing of which he is not already 
aware, he cannot be forced to litigate the question of fraud be- 
fore he has had an adequate opportunity to investigate the facts 
upon which it may be established whether fraud has been com- 
mitted. Such a requirement would virtually nullify the inves- 
tigative powers of the Service.” 

Some circuits, however, seem to require something more 
than a subjective determination by the Agent, however honest 
and sincere, that a taxpayer’s return was fraudulent. While 
the Government need not first prove actual fraud, it must 
prove sufficient facts to satisfy the court that there is probable 
cause to believe that the taxpayer was guilty of fraud in a 
statute-barred year. For example, proof of large and ap- 
parently unreal losses deducted on securities transactions 
between husband and wife has been held sufficient to authorize 


further investigation.” 


Some Practical Questions 

1. Is there a reward for the Bank or any employee if 
the Special Agent does turn up information in the Bank’s 
records leading to the imposition of fraud penalties on the 
taxpayer? Ordinarily there is not where the Internal Revenue 
Service initiates the investigation. However, the Commissioner 
is authorized by law to pay a reward for information leading to 
the detection and punishment of persons who are guilty of 
violating the tax laws or conniving to do so. These rewards 
are given, in the discretion of the Commissioner, to persons, 
55 Corbin Bank & Deposit Co. v. United States, 244 F.2d 177 (6th Cir. 1957); Globe 
Construction Co. v. Humphrey, 229 F.2d 148 (5th Cir. 1956). See also Peoples Deposit 
Bank and Trust Co. v. United States, 212 F.2d 86, 87 (6th Cir. 1954) (the agent need 
not disclose in detail the facts relative to his investigation or conclusion showing reason- 
able grounds that the taxpayer’s returns were fraudulent). Cf. Oklahoma Press Publishing 
Co. v. Walling, 327 US. 186 (1946) (Administrator need not establish coverage under 
the law prior to investigating possible liability) . 
56 O’Connor v. O'Connell, F2d (ist Cir. 1958); Martin v. Chandis Securities Co., 128 
F.2d 731, 735 (9th Cir. 1942). 


57 In re Andrew’s Tax Liability, 18 F Supp. 804 (D. Md. 1937). 
58]. R.C. Section 7623; T.D. 5770, 1950-1 C.B. 126. 
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presumably including bank employees, who furnish information 
which leads to the successful prosecution of a fraud case and 
which could not have been discovered by an examination of a 
taxpayer’s books and would in all probability not have been 
discovered by investigating officers in the ordinary course of 
investigation.” Such a reward is not in excess of 10% of the 
net amount of fines, penalties, forfeitures and taxes which by 
reason of such information is actually paid to the United States 
or accepted in compromise. It is the policy of the Internal 
Revenue Service to conceal the identity of informants. At 
best, however, tax informers must face the fact that theirs is a 
pastime not without risk. 

2. Specifically, what should a bank officer do when a 
Revenue Agent calls for inspection of a customer’s records? 
There can be no categorical answer here. The Agent, of course, 
should always first be required to identify himself. After this, 
readily available information such as deposit statements, Re- 
cordak films of cancelled checks, or ledger accounts relating to 
the affairs of a designated taxpayer should be freely given. 
Sorting of transactions can sometimes be left to the Agent, 
and, indeed, most Agents do not expect bank employees to do 
their work for them. If the Agent asks to have copies made 
of documents or examine any employee under oath, however, 
for its own protection, the bank should request a subpoena.” 
This will at least serve the bank from a public relations stand- 
point if a customer subsequently complains of too much co- 
operation on the bank’s part. A record should be kept of the 
Special Agent’s visits, to whom he talked, and what he saw. 

Possible rules for the bank’s clerical employees might in- 
clude the following: 

(a) The Agent should be given any document he spe- 
cifically asks for, providing it is reasonably available. 


59 Special Ruling January 11, 1928, 1958 CCH Standard Federal Tax Rep. Par. 5937.02. 
60 Before it will pay a reward the Service requires a more substantial lead than merely 
the name of a taxpayer who is suspected of tax evasion. Information from, say, a savings 
teller that John Doe had four savings accounts in assumed names into which he regularly 
deposited large amounts of currency, giving names, addresses, and dates, might, however, 
be sufficient. Rewards are not readily obtained. In 1957, for example, 3,988 claims were 
received; 624 were approved, resulting in recommended payments of $518,487. Commis- 
sioner of Internal Revenue, Annual Report 1957 p. 19. 

61 Since Special Agents carry subpoenas in their pockets, this is not a burden on him. 
LT.-2708 ITI-2 C.B. 351. 
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(b) He should not be given anything he does not ask for. 

(c) Information should not be volunteered, but questions 
should be answered. 

(d) In general, except for mechanical matters, only the 
person in charge should deal with the Agent. 

3. Is the bank entitled to have its counsel present at the 
examination? Clearly, yes; except that a third-party witness 
such as a bank does not have a right to retain counsel connected 
with or retained by the taxpayer under investigation.” 

4. Should the taxpayer be told of the examination? Fre- 
quently the Special Agent will ask the bank’s employees not to 
inform the taxpayer that his records are being examined. On 
this question, the bank has no legal duty to tell the taxpayer, 
and equally no legal duty not to tell him. The question is one 
of business judgment, not of law; however, it would not seem 
necessary or desirable for a bank to undertake any uniform 
practice of informing its customers of every examination. 

5. Suppose an Agent wants to break open and search a 
customer’s safe deposit box? There are still many unresolved 
questions as to the extent of a bank’s duty to permit third party 
investigations. Ordinarily, for example, Special Agents do 
not attempt to force a bank to open a safe deposit vault without 
the taxpayer’s consent. Since the typical contract between 
a bank and a depositor places the depositor rather than the 
bank in control of the vault, it would seem that the contents of 
the vault should be immune from inspection as records within 
the personal custody of the depositor, and therefore not to be 
seized without his consent or without a specific search warrant.” 

A search warrant may be obtained by the Special Agent 
from the District Court or the United States Commissioner 
for the District in which the box is located on showing of prob- 
able cause. Sometimes, however, the Agent will obtain an 
order not to search the box but merely sealing the box to the 
customer. Such an order is effective for the period of time 
stipulated thereon, perhaps as much as two years. Subsequently, 
Mg Ay gt mag F. Supp. 298 (D. Conn. 1949); Torras v. Stradley, 108 


68 Mickey, The Investigative Powers of the Bureau of Internal Revenue, 10th N.Y.U. 
Inst. 685, 695 (1952). 
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the Agent and the taxpayer may jointly come to open the box 
with the taxpayer’s key thereby avoiding the necessity of drill- 
ing the box. 

6. Must the bank resist the Government’s examination by 
every legal means? Even if an Agent’s demand for documents 
is so broad as to be “unreasonable” within the meaning of the 
cases discussed above, or relates to a closed year and no fraud 
is alleged, the bank is under no legal duty to do its utmost to 
protect the taxpayer, by spending time and money in taking 
the matter to court, unless it is otherwise advised or thinks it 
desirable to do so. In an appropriate case, the bank might 
inform the taxpayer of the investigation and inquire whether 
he wishes to intervene in and carry any litigation arising there- 
from. Neither, on the other hand, must the bank’s employees 
spend days sorting through tons of documents to develop the 
information which the Revenue Agent desires. An attitude 
of awareness of its rights and the taxpayer’s on the part of the 
bank and its counsel will in itself frequently serve to tailor the 
Agent’s demands to a reasonable size. 
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Federal Tax Liens and Levies — Right 
to Attorneys’ Fees on Interpleader 

Where a bank is confronted with two claimants for the 
same amount, such as a deposit, which it admittedly owes to 
someone, it runs the risk that it may pay the wrong person, 
thus possibly having to pay twice. Ordinarily, a bank may 
escape from the middle of such a dispute by depositing the 
fund in question into court in an action for interpleader. How- 
ever, where one of the claimants to this fund is the federal 
government as the holder of a lien for unpaid taxes, this may 
not always be an easy solution. 

In United States v. R. F. Ball Construction Co., 58-1 U.S. 
T.C. Par. 9827 (Sup. Ct. 1958), a contractor made an “as- 
signment” to his surety on his performance bond of all sums 
to become due for performance of his contract as security for 
any liability thereafter incurred by the contractor to the surety. 
Certain sums which subsequently became due to the contractor 
from the owner were claimed both by the United States, as 
a tax lien holder, and by the surety as an alleged mortgagee or 
assignee of the fund. The owner deposited the fund in court 
in an interpleader action, requesting the court to allow him a 
reasonable attorney’s fee to be paid out of the fund. 

As to the conflicting claim of the surety and the United 
States, reversing the lower court, the Supreme Court held per 
curiam (5-4) for the United States. The “assignment” in- 
volved, being inchoate and unperfected, did not make the 
surety as “mortgagee” so as to entitle its claim to priority over 
the Federal tax liens under 1939 I.R.C. Section 3672(a) 
[1954 I.R.C. Section 6323 (a)]. In addition the owner could 
not deduct an attorney’s fee from the fund in interpleader 
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which properly belonged to the United States. 

The decision in this last respect gratuitously benefits the 
taxpayer-customer of the bank at the expense of the bank’s 
legitimate interest in obtaining with the least possible expense 
and risk a judicial determination as to which party to pay. 
To the extent a reasonable attorney’s fee is allowed, the United 
States is not necessarily damaged as it still has its original 
claim against the taxpayer. A preferable rule would seem to 
be to allow such necessary fees and expenses where the court 
finds the bank was acting in good faith and not simply being 
overly cautious. 


Federal Tax Liens and Levies — Bank’s 
Right of Setoff 

The Ninth Circuit Court of Appeals in Bank of Nevada 
v. United States, 58-1 U.S.T.C. Par. 9228 (9th Cir. 1957), 
has affirmed the decision in United States v. Bank of Nevada, 
155 F.Supp. 164 (D. Nev., 1957), which decision was earlier 
reported in this column. 

Briefly, the bank advanced funds to a customer on a note 
which read that it was payable “on demand; if no demand is 
made, then on August 14, 1955 ...”. A portion of the pro- 
ceeds of this loan was kept on deposit by the taxpayer with the 
bank. No demand was made by the bank until after the 
Government had served the bank with a notice of levy on the 
account for unpaid taxes of the taxpayer-depositor. The bank 
attempted to set off against the amount due to the taxpayer 
on the deposit liability the unpaid balance of the demand note. 
The court held for the Government on the ground that the 
Government’s lien for unpaid taxes was prior in time to the 
bank’s “lien” against the property. 

Actually, however, the question is not whether the bank 
had a prior lien on the property of the taxpayer, but whether 
there is any “property or rights to property” of the taxpayer 
to which the Government’s lien can attach at all where the 
taxpayer actually owes the bank more money on a note, which is 
presently due, than the bank owes the taxpayer on a bank 
deposit standing to his credit. 

The court continued to ignore the case of United States 
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v. Bank of United States, 5 F.Supp. 942 (S.D.N.Y., 1934), 
which was here noted earlier as being squarely in conflict. See 
Beeghley v. Wilson, 152 F.Supp. 726, 735 (N.D. Iowa, 1957). 
Neither is there mentioned another analogous line of cases 
supporting the bank, such as Fidelity and Deposit Company 
of Maryland v. New York City Housing Authority, 241 F.2d 
142 (2d Cir. 1957), where a contractor, who had not per- 
formed all the conditions of his contract, was held to have no 
claim to the unpaid balance due to him on the contract and 
therefore there was no “right to property” to which a Federal 
tax lien could attach. Consequently, no question of priority 
of competing liens was involved. 


Books and Records of a Bank’s Customers: Third 
Parties 

From time to time a bank will find itself involved in a cus- 
tomer’s tax liabilities in another way: the customer’s records 
will be demanded for scrutiny by the Internal Revenue Service, 
frequently by a Special Agent in connection with a tax fraud 
investigation. As a supposedly disinterested third party, the 


bank, of course, is in no position to raise such constitutional 
questions as the taxpayer’s privilege against self-incrimina- 
tion, no matter how incriminatory of the taxpayer the bank’s 
records may be. Neither, however, may the taxpayer object. 
In Albachten v. Corbett, 58-1 U.S.T.C. Par. 9290 (S.D. 
Cal. 1957), a summons was served on third parties ordering 
them to appear before an Internal Revenue Agent to give 
testimony relating to the tax liability of taxpayers and to 
produce books and records bearing on business transactions 
of the taxpayers. It was held that they had no standing in 
court. The taxpayers moved to quash the summons. The 
summons was not directed to them, and they may not sub- 
stitute themselves for the person to whom it is directed. 


Tax Exemption of Insolvent Banks 

The decision of the District Court in DeKalb Trust & Sav- 
ings Bank v. United States (57-2 U.S.T.C. Par. 9871 (N.D. 
Ill. 1957), earlier reported in this column, has been affirmed 
by the 7th Circuit Court of Appeals, 58-1 U.S.T.C. Par. 9828 
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(7th Cir. 1958). No federal tax exemption is granted to an 
insolvent bank under 1939 I.R.C. Section 3798 (1954) I.R.C. 
Section 7507, where the depositors received certificates pay- 
able only out of profits and had no lien on the bank’s earnings 
or assets. Section 3798 of the 19389 Code, which was enacted 
for the benefit of the depositors, not the bank or its share- 
holders, is limited to cases where the depositors have a specific 


lien. 
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Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional sales, 
chattel mortgages and other secured transactions. 





Garnishment is a subject which should be the concern 
of all persons and institutions in the business of extend- 
ing credit and many of the present statutes dealing with 
the law of garnishment are matters for consideration, 
not so much from the business point of view but rather from 
the moral and social standpoint. Garnishment laws and 
their effects are subjects treated by a very excellent 
article by Judge Milton S. Kronheim, Jr. inthe recent edi- 
tion of the Quarterly Report. Judge Kronheim takes the 
position that the garnishment of wages as a means of 
collecting a debt which many times should not have been 
incurred in the first place works untold hardships on a 
large number of financially naive persons. He particu- 
larly decries garnishment statutes such as the one in his 
own jurisdiction, the District of Columbia, where an 
employer cannot pay an employee when he receives a gar- 
nishment. 

The Judge points out in his article that there are 
several avenues of approach to ameliorating some of the 
ills created by garnishment laws. He suggests that a 
lawsuit should not be available to collect on credit which 
is extended without reference to ordinary business stan- 
dards ; that the New York law limiting garnishments to one 
at a time and then only to 10% of a debtor's income is a 
reasonable way of coping with the problem; that garnish- 
ments be abolished altogether as they have been in four 
states ; and that those who grant credit should do so only 
on a reasonable basis. 

Judge Kronheim's article is followed by a detailed 
classification of garnishment laws, prepared by Paul B. 
Fraser, Jr. which shows that such laws fall into the 
following seven groups: 

1. No garnishment — four states. 
2. Wages fully exempt for 30-90 days next preceding 
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levy if necessary for support — six states and 
Alaska. 

3. Wages fully exempt for 30-90 days next preceding 
levy — two states. 

4. Wages partially exempt — twenty four states and 
Hawaii. 

5. Wages partially exempt if necessary for support — 
one state. 

6. Wages partially exempt for 30-90 days next pre- 
ceding levy if necessary for support—six states. 

7. Wages partially exempt for 30-90 days next pre- 
ceding levy — four states and the District of 
Columbia. 


* * * * * * 


USURY—SALE OF MERCHANDISE ON TIME 

The Supreme Court of Arkansas has handed down a deci- 
sion which indicates that in its state usury can arise 
not only in connection with the loaning of money but also 
with the extension of credit where there is a carrying 
charge in excess of 10%. The suit arose when a tractor 
and tires were sold by Sears, Roebuck & Company to Sloan 
for a total cash price of $395.98 to which a "Carrying 
Charge" of $37.17 was added. This charge amounted to more 
than 10% per annum after deducting the amount of the down- 
payment. Sears took the position that the state's usury 
laws have no application to the sale of merchandise but 
rather applied only to loans of money and to amounts 
charged by creditors for allowirg additional time to pay 
debts after they had become due. 

The court disagreed with this contention. It ruled 
that although the usury laws had at one time not applied to 
the extension of credit, such laws had been applicable 
since 1952 when the court indicated in a caveat that they 
would apply. The court reasoned that ". . . if we should hold 
that this contract is not usurious, it would be a precedent 
by which all the sellers of merchandise of every kind and 
description could add any amount to the cash price as in- 
terest, carrying charge, differential or what not, that 
those whom the Constitution and statutes were designed to 
protect would of necessity agree to pay." Sloan v. Sears, 
Roebuck & Company, Supreme Court of Arkansas, December 
23, 1957. 
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ASSIGNMENT—INDORSEMENT NOT QUALIFIED 


The issue of how an assignment of a conditional sale 
contract affects a dealer's indorsement of a note has been 
decided by the Supreme Court of Iowa. A bank, the assignee 
of a conditional sale contract brought suit against the 
seller on its indorsement of the note accompanying the 
contract. The seller claimed that the indorsement was 
qualified by the language of the assignment and warranty 
on the contract. The assignment warranted that the vehicle 
sold under the contract was free of liens, that the con- 
tract was genuine, that the seller had marketable title, 
that the buyer's statements pertaining to the sale were 
correct and that the seller would repurchase the contract 
and note if the warranties were not complied with. 

The court ruled against the seller, reasoning that 
without the words "without recourse" or words of a similar 
nature, the assignment did not qualify the seller's in- 
dorsement. Further, the court pointed out that just 
because the assignment set forth certain conditions under 
which the seller would repurchase the contract and note, 
that did not mean that the existence of other conditions 
would not require the repurchase. Allison Ford Sales v. 
Farmers State Bank, Supreme Court of Iowa, December 17, 
1957. 


SELECTED READING 


Conditional Sales, Chattel Mortgages, and the Conflict 
of Laws, 4 University of Illinois Law Forum, Winter 
1956, pe 655. 


Security Transactions, L. Ray Patterson. 9 Mercer Law 
Review, Fall 1957, p. 151. 


Sale. 14 Washington And Lee Review, 1957, p. 299. 





BANKING LEGISLATIVE 
TRENDS IN THE STATES 


New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ALABAMA: A hearing on a state plea for an injunction restraining 
20 Anniston small loan firms from charging rates in excess of the legal 
maximum was postponed by Calhoun County Circuit Judge Leslie L. 
Longshore until April 3. 

He announced his decision after hearing arguments on demurrers by 
counsel for the companies to a bill of complaint filed by State Attorney 
General John Patterson. 

The attorney general had accused 21 loan firms of charging rates in 
excess of the legal maximum of 8 per cent permitted by state law. One 
of the companies was allowed to separate its case from the others, leaving 
20 involved in the hearing. 

Counsel for the loan companies contended there was no community 
of interest among them, and therefore they should not have been named 
jointly. They further argued that the bill of complaint was improperly 
drawn, and raised a number of other legal points. 

Judge Longshore ordered the hearings continued because of a 
regular session of Calhoun County Circuit Court which started Feb. 24. 
He said he would indicate before April 3 what he expected his decision 
to be. 

Patterson asked Longshore to withhold any ruling until evidence is 
heard on the state charges, in order to prevent a final decision being 
delayed by an appeal to the State Supreme Court. Longshore said 
he would consider this. 


ARIZONA: A bill to provide for licensing and regulation by the 
state superintendent of banking of establishments financing installment 
purchases was introduced in the Arizona legislature. 

Listed as Senate Bill # 164, by Goff of Pinal and Giss of Yuma, the 
measure would require full disclosure of all material facts on the face of 
time-purchase contracts and would set a ceiling on finance charges. 


KANSAS: Johnson County District Court Judge Raymond H. Carr 
at Olathe at this writing was hearing testimony in a case brought by 
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Kansas Attorney General John Anderson Jr. against Commercial Credit 
Corp. 

Pending before the court were motions by the state attorney general 
to place the Maryland-based corporation under receivership in Kansas 
and for a temporary injunction against certain practices in Kansas. 

The company was accused of “making loans to purchases of auto- 
mobiles at usurious and exhorbitant rates of interest in violation of the 
laws of Kansas.” 

Counsel for Commercial Credit contended that the corporation is not 
the principal agent in financing purchased cars and that the corporation 
does not make loans. The lawyers asserted that the company acquires 
negotiable instruments at a discount, and does not, as Anderson alleged, 
furnish dealers with contract forms and charge lists or instruct dealers 
in business procedures. 

One of the basic questions presented for Judge Carr to decide was 
whether the dealers or Commercial Credit Corp. is the principal 
financing agent. 


KENTUCKY: A bill passed by the Kentucky Senate and sent to 
the House would reduce interest rates of small loan companies from 
the present maximum of 42 per cent a year to no more than 12 per cent. 

Under existing Kentucky law, small loan firms may lend up to $300 


and charge interest of 3!/, per cent a month on the first $100 of unpaid 
balance, and 2!, per cent a month on any excess. 

Sponsored by Senator Denver C. Knuckles, Middlesboro Republican, 
the proposed new legislation would permit small loan companies to 
charge only 1 per cent a month on any unpaid balance of a loan not 
exceeding $300. The measure was listed as Senate Bill No. 155. 


MICHIGAN: A bill introduced in the Michigan legislature would 
make certain abuses of credit cards or credit plates a felony punishable 
by three years in jail and a fine up to $3,000. 

Sponsored by Senator Harold M. Ryan, Detroit Democrat, and Haskell 
L. Nichols, Jackson Republican, the bill would provide these penalties 
for a knowing attempt to obtain goods, money or services through 
fraudulent credit card use. 

The same penalties would apply in the case of knowing misuse of 
credit plates, which have come into wide use by large department stores 
in recent years. 


MISSOURI: A new regulation recently adopted by the State Divi- 
sion of Finance permits Missouri small loan lenders to sell twice as 
much life insurance to borrowers as formerly, it was reported by the St. 
Louis Globe-Democrat. 
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Issued under State Finance Commissioner G. Hubert Bates, the new 
rule is the first change in the limit on life insurance sales to borrowers 
since the initial regulations were drafted under the present small loan 
law, as enacted by the 1951 state legislature. The law empowers the 
commissioner to prescribe what type and how much insurance can be 
sold by lenders to small loan borrowers. 

Deputy State Finance Commissioner Paul C. Martin, who supervises 
consumer credit, estimated to the St. Louis newspaper that 75 or 80 per 
cent of the small loan lenders in the state are offering borrowers the 
higher amount of life insurance permitted under the new regulation, 
which went into effect last Sept. 1. 

Prior to the adoption of the new regulation, a lender could require a 
borrower to buy “decreasing term” life insurance to cover the unpaid 
balance of the loan in case of the death of the borrower. 

The cost of this insurance has been 1 per cent of the face amount of 
the loan for one year’s premium. For example, the premium would be 
$4 on a $400 loan for the “decreasing term” type of insurance. 

Under the new regulation the lender still is permitted to require, as 
a condition of the loan, that the borrower buy “decreasing term” life 
insurance. The significant change is an added provision that the 
lender may, at the “option” of the borrower, sell a “level term” instead 
of a “decreasing term” life insurance policy to the borrower. 

The “level term” policy costs twice as much as the “decreasing term” 
variety, it was pointed out. On the $400 loan, the level term policy 
would cost the borrower $8 instead of $4 for a year’s premium. A level 
term policy is supposed to pay the face amount of the loan, with all the 
amount above the unpaid balance going to a survivor of the borrower. 

Commissioner Bates told the Globe-Democrat there “have been some 
arguments both ways” as to whether level term insurance should be 
permitted. He said he considers this type of insurance as added “pro- 
tection for the family” of the borrower, in the event of the borrower's 
death. Some persons, he said, are not eligible for any other life insur- 
ance than that which they get with their loans. 


NEBRASKA: Retail merchants told a Nebraska state legislative 
study committee that they have no objection to the enactment of legisla- 
tion to regulate conditional sales contracts. 

Their views were expressed at a hearing conducted by the State 
Legislative Council's committee on time sales, headed by Senator Mervin 
Bedford of Geneva. The committee is endeavoring to determine whether 
the state needs a law governing small loans and retail installment sales 
practices. 

Revolving credit, installment sales and other practices were discussed 
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at the hearing by spokesmen for the Nebraska Merchants Retail Associa- 
tion. 

Bedford said it was difficult to distinguish between a “conditional 
sale by a retail merchant and the use of money as a small loan by 
anyone in the banking business.” 

Norris Swan, a Hastings furniture dealer, replied “the banks are 
dealing in money; we are not.” 

Dean Campbell, an official of a Fairbury chain store, declared extra 
services demanded by customers “are not the source nor are they 
intended to be the source of additional profit.” Interest in revolving 
credit, he said, is no more an element in determining price than delivery 
charge. 

John Henry of the Omaha Better Business Bureau and James Sanden 
of the Lincoln Better Business Bureau both said they had received few 
complaints concerning retailer overcharges through credit plans. 

Henry told the commission he questioned whether it would be ad- 
visable to license merchants for credit. 

Senator Charles Tvrdik agreed licensing merchants wouldn't be effec- 
tive unless there were penalties. When he asked each speaker who 
should do the policing, the most common answer was the county attor- 
ney, but Tvrdik said he questioned whether the county attorney had 
the staff or the time. 


NEW HAMPSHIRE: A resolution adopted by a special session of 
the New Hampshire legislature requested the State Legislative Council 
to make a study of “branch banking” issues and report its findings and 
recommendations to the 1959 legislature. 

The move was sponsored by Senator Benjamin C. Adams of Derry, 
who contended that certain banking interests were attempting to gain 
substantial control of banking in New Hampshire and that this bordered 
on branch banking which is illegal in the state. 


NEW YORK: Bills introduced in the New York State legislature 
include a measure which would require that there must be printed on 
retail installment contracts notice to the buyer that he has the privilege 
of purchasing insurance provided for in the contract from an agent or 
broker of his own selection. The measure was listed as S-2941, by 
Hughes; A-3355, by Goodard. 

Another bill would require the seller of merchandise under condi- 
tional sales contracts to inform the buyer in writing that he intends to or 
will factor or discount buyer’s note for amount due. This measure was 
listed as S-2217, by Mackell; A-2696, by McGlynn. 
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RHODE ISLAND: Identical bills introduced in both branches of 
the Rhode Island legislature would reduce from 30 to 18 per cent the 
maximum total of one year’s interest and all other charges allowed on 
any loans in excess of $50 and extend the provisions of the usury law to 
cover finance charges on conditional sales, leases, mortgages and other 
similar agreements. 

Existing Rhode Island law forbids any money lending agency except 
pawnbrokers to charge, directly or indirectly, interest, compensation 
for services or assessments of any kind totaling more than 30 per cent a 
year on loans exceeding $50, and on loans of less than $50, a maximum 
of 5 per cent a month for the first six months and thereafter 2!/2 per 
cent a month on the amount actually received by the borrower. 

The proposed legislation reducing the 30 per cent maximum to 18 
per cent on loans above $50 would make no change in the maximum 
rates on loans of less than that amount. 

Conditional sales, leases and mortgages are not covered by the 
present Rhode Island usury law. 

The new measure was sponsored by Senators Antonio C. Trovato of 
Westerly, Ralph T. Lewis of Warwick and Joseph J. De Graide of 
Coventry, and Representatives Thomas W. Pearlman of Providence and 
Robert E. Lee of East Providence, all Republicans. 


TEXAS: Revised credit insurance regulations, expected to cut bor- 
rowers costs by $8 million a year, were issued by the Texas State Board 
of Insurance, together with a recommendation that installment buying 
as well as cash loans be covered. 


The new order, which is scheduled to go into effect May 1, applies 
only to cash loans under $1,000. 

The recommendation the State legslature broaden the scope of credit 
insurance regulations to include installment purchases and larger loans 
came from Board Chairman Penn J. Jackson, who said present Texas 
insurance laws are confusing and fail to cover some credit transactions. 

The new order supplants one issued by the board on Dec. 20, which 
had been scheduled to go into effect April 1. It will apply to group 
health and accident insurance, as well as individual policies, where the 
lender is beneficiary. Group life insurance is excluded. 

Although credit insurance rates are revised under the new order, 
Jackson said the net effect still will be to reduce the cost to borrowers 
by about $8 million a year, approximately half the present total. 

A 40 per cent limit on commissions to be paid lender-agents from 
insurance premiums is retained by the new order. Texas is the first 
state to attempt this kind of regulation, according to Jackson. This also 
appears to be the main objection from the industry to the revised order. 
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Commissions to lender-agents have averaged more than 50 per cent 
of premium income, it was said, and have run over 90 per cent in some 
instances. 

Rates under the new order were drawn up to meet operators’ objec- 
tions that losses were higher on long-term loans than short terms. Health 
and accident policy rates for periods up to a year will be below those 
now posted. The rates will be higher on policies for more than one year. 

Life insurance rates also will be somewhat reduced. The revision 
further will allow insurance policies to cover the total amount of a note, 
rather than the loan principal only. 

Jackson said the application requirements and record keeping under 
the new order will be somewhat simpler than those prescribed in the 
Dec. 20 order. 

Under the new regulations, the maximum which could be charged 
for borrowing $100 for six months would be slightly over $8. This would 
include about $3.70 for insurance and $5.50 interest. The exact total 
would depend upon the size of the note. 

Under present Texas regulations, a person borrowing $100 for six 
months could be required to pay $6.87 for insurance and $5.50 interest, 
a total of $12.37. 

Operators in the under-$500 loan class had protested that the Dec. 
20 order would put them out of business. The new one appears to be 
even more stringent for this group. 

The December order had been attacked as vague and arbitrary in a 
law suit filed by Cosmo Life Insurance Co. of Amarillo. This case was 
set for hearing on March 2 before District Judge Charles O. Betts. It 
was expected that Cosmo Life would revise its pleadings to continue 
the suit against the new order. 

State Attorney General Will Wilson had made a strong plea for the 
State Insurance Board to halt the abuses of credit insurance as a device 
for evading the state constitutional limit of 10 per cent on interest rates. 
Wilson promised to combat the “loan sharks” through court actions, if 
the State Insurance Department would plug loopholes in its field. 

Assistant State Attorneys General Larry Jones and Dick Stone will 
discuss steps to tighten local enforcement of usury laws at a statewide 
conference of district attorneys on March 10. 

This conference follows investigations by the attorney general's staff 
of complaints of loan shark practices in several Texas cities. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 


Delivery of Stock to Third Parties as Trustees 


Kinney v. Wasserman, Ohio Court of Appeals, October 28, 1957 


A husband executed a document transferring his stock to his wife 
and brother. The document stated that it was the husband’s “intention 
that during my lifetime I shall retain full control of said stock and of 
said Company.” The certificates of stock were transferred from the 
husband’s name and delivered to third parties to be held until the 
husband’s death. In an action to determine whether the husband had 
created a trust of the stock, HELD: A trust was established, with the 
husband reserving a life estate to himself in the stock and the remainder 
interest held by the third parties as trustees for the benefit of the wife 
and brother. 


Withdrawal of Funds And Payment to Decedent Insufficient 
to Establish Claim Against Estate 


Estate of Pointner, New York Surrogate's Court, Queens County, New York Law Journal, 
February 26, 1958 
The executor of Anna’s estate filed a claim against Louis’ estate for a 
$5800 loan. He presented proof that Anna withdrew funds from her 
bank account and that these funds were paid directly or indorsed over 
to Louis. The withdrawals were made in 1947, 1949 and 1951. Anna 
died in 1951, and her will, executed in 1950, bequeathed Louis $2000. 
Her will made no mention of Louis owing her money. The executor 
alleged, but did not prove, that the funds paid Louis were without con- 
sideration and obtained by trick. HELD: “It is a well established 
rule that to sustain a claim against a deceased person’s estate the proof 
must be clear, convincing and satisfactory.” The evidence submitted 
in support of the present claim is insufficient to establish its validity, 
because the claimant's testimony showed only the withdrawals and 
payments to Louis. “The purpose, reason and circumstance surround- 
ing the withdrawals are left to conjecture.” 
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Abuse of Position of Confidence Imposes Obligations of a Trustee 





Jackson v. Tibbling, Missouri Supreme Court, January 13, 1958 

P had executed and delivered to decedent a deed conveying title to 
certain lots. After decedent's death P brought an action to have the 
lots declared trust property for her benefit. There had been an oral 
agreement between P and decedent that if decedent died first he would 
devise the lots to P. Decedent had executed a will to that effect, but 
subsequently he revoked it and conveyed the lots to his daughter. Ever 
since her husband’s death P had relied heavily on decedent’s help and 
advice in all her business dealings. HELD: At the time of the execution 
of the deed by P, decedent had stood in a position of confidence to P. 
By reason of this position of confidence P had relied on decedent's oral 
promise to convey the lots. Accordingly, the court will impose a con- 
structive trust on the property for P’s benefit. 


Estate Assets Which Were Trust Property May be Recovered 
by The Beneficiary 





Ross v. Thompson, Indiana Appellate Court, December 6, 1957 

Decedent's sister claimed that certain estate assets belonged to a 
trust for her benefit and sought to have the court impress a trust upon 
such assets. The evidence showed that title to the property in question 
had always been in decedent as trustee and that decedent's ledgers and 
reports to the trust beneficiaries had always included the property as 
trust assets. HELD: Decedent was trustee of a trust of the assets for 
the benefit of his sister. Once property has been impressed with a 
trust, no subsequent change can divest it of its trust character. If such 
property is identifiable, the beneficiary may pursue and reclaim it from 
anyone except a bona fide purchaser without notice. 


No Commissions on Value of Stock Specifically Bequeathed 





Estate of Grossman, New York County Surrogate’s Court, 139 New York Law Journal 7, 
February 3, 1958 

Upon their accounting executors sought commissions on the value 
of stock in decedent's estate which had been specifically bequeathed in 
the will. HELD: “Commissions will not be allowed on the shares of 
stock of Julius Grossman, Inc., which were specifically bequeathed. 
There were no executorial duties to be performed in connection with the 
gift of these shares of stock. There was no division, partition or sale 
directed to be made by the executors in order to take it out of the general 
rule that commissions are not allowable on specific requests.” 
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Agreement Limiting Liability For Surcharge Judgment 





Buder v. Sutter, Missouri Supreme Court, January 13, 1958 
Two co-trustees had been surcharged severally as well as jointly with 
four items. Thereafter the surviving co-trustee and the administrator 
of the estate of the deceased co-trustee made an agreement to the effect 
that neither the deceased co-trustee nor his administrator had received 
or profited by any part of two of the four items. The agreement stated 
that the administrator was “entitled to recovery of or reimbursement 
for one-half of such items . . . and take credit therefor in any distribution” 
received by the surviving co-trustee. Subsequently the surviving co- 
trustee brought an action to obtain contribution from the administrator 
in order to equalize payments in satisfaction of the surcharge judgment. 
HELD: The surviving co-trustee is not entitled to such contribution, 

since he is bound by his agreement with the administrator. 


Facts Establishing Domicile of Trust 





Estate of Drexel, Pennsylvania Supreme Court, November I1, 1957 

A tax assessment became due on trust property, and issue arose as 
to what county within Pennsylvania was entitled to the tax proceeds. 
The six trustees were residents of different counties in Pennsylvania. 
Philadelphia County was the county in which the trustees maintained 
the office from which the trusts were administered and at which the 
regular and special meetings of the trustees were held. The minutes 
and books of account were kept in such office, and all correspondence 
with respect to the trusts was carried on from there. The securities 
owned by the trusts had always been kept in the safe deposit vaults of 
banks within that county, and the same banks maintained the trusts’ 
bank accounts. HELD: Philadelphia County is the county of domicile 
of the trusts. 


Beneficiary’s Right to Require Sale of Trust Property May Be 
Renounced 





Rockefeller v. First National Bank of Brunswick, Georgia Supreme Court, January 20, 1958 

A will provided: “If at any time a majority of those of my said children 
then living . . . shall in writing request my said Trustees to sell the . . . 
property . . . the Trustees shall comply with such request as soon as can 
be done to advantage.” The only surviving child, before she was ad- 
judicated an incompetent, executed an instrument providing that she 
renounced “and irrevocably release the said powers to request the said 
trustees to sell any property belonging to the trust estate.” In an action 
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to require the trustees to lease the trust property, HELD: Since the 
surviving child, while still competent, had voluntarily placed herself in 
a position where she could not request a sale of the property, the court 
cannot do for her something which she, if competent, could not do, 
and it has no authority to order the lease or sale of the trust property. 


Is a Mink Coat The Same As a Mink Stole ? 





Estate of Winfield, New York County Surrogate’s Court, New York Law Journal, 
February 6, 1958 

Decedent bequeathed her mink coat to Elizabeth and “all the rest 
of my furs” to Alice. Prior to her death decedent had converted the 
coat into a stole, discarding some of the worn pelts in the process. 
Issue arose as to whether the alteration so changed the essence, nature 
and quality of the coat as to cause it to lose its character as a mink coat 
and thereby become one of “the rest of my furs.” HELD: Elizabeth 
takes the stole. A change merely in the form and name of a gift does 
not revoke the gift. The alteration of the coat did not require the 
substitution of new skins for old but only the abandonment of the most 
worn skins. Hence the gift to Elizabeth was “altered but not wholly 
divested,” within the Decedent Estate Law, and was not revoked. 


Executor May Pay Income to Beneficiaries Before Establishment of 
Testamentary Trust 





Estate of Lieberman, New York Surrogate's Court, Westchester County, New York Law 
Journal, February 7, 1958 

Decedent's widow and two sons were beneficiaries of a trust under 
decedent's will. They were entitled to all the trust income and, if 
income fell below a specified amount, trust principal was to be invaded 
up to 15% to make up the deficiency. The beneficiaries sought to have 
the Court require the executors to pay over trust income and principal 
due them from date of decedent’s death. The executors resisted on the 
ground that the burden of distribution was on the trustees after the 
trust was established rather than on the executors. HELD: “A testamen- 
tary trust is deemed to have been created upon the death of the testator 
and the income is deemed to be payable from such time, unless a 
contrary intention appears . . . invasions of trust principal, pursuant to 
an express power, by the executor prior to the erection of the trust, are 
proper.” The beneficiaries should be given all income earned during the 
period of administration. They are also entitled to some trust principal, 
but these principal payments must await the determination of the value 
of the trust in order that the 15% limit on invasion will not be exceeded. 


A hi Ne il Ol a ala ence lates reads 


Aten mn in i eh an A laren tle mene 





TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Marital Deduction Under Different Types of Veterans’ Life Insurance 





Revenue Ruling 57-423, |.R.B. 1957-38, p. 16 


The above Ruling states that the proceeds of life insurance policies 
issued under the World War Veteran’s Act of 1924 or the National Ser- 
vice Life Insurance Act of 1940 qualify for the estate tax marital deduc- 
tion, provided that at the death of the insured such proceeds are payable 
to the surviving spouse either in a lump sum or in monthly installments 
with any balance at her later death payable to her estate. Since neither 
of these qualifying modes of payment is available under the provisions 
of the Servicemen’s Indemnity Act of 1951, proceeds payable under that 
Act will not qualify for the estate tax marital deduction. 


Joint Bank Account Survivor May Testify as to Facts of The Account 





Estate of Potter, Michigan Supreme Court, March 5, 1958 


Decedent opened a joint bank account in her and her niece’s name. 
She died less than two years later, thereby creating the statutory tax 
presumption that the transfer to the joint account was made in contem- 
plation of death and subject to Michigan inheritance tax. Decedent's 
executor sought to rebut the statutory presumption by having the niece 
testify as to the facts surrounding the transfer. The State opposed on 
the ground that the “dead man’s” statute prevented the niece from 
testifying as to matters equally within the knowledge of the decedent. 
HELD: The niece may testify. The purpose of the “dead man’s” 
statute is to protect heirs, assignees and legatees against the testimony 
of outside third party claimants as to matters equally within the know- 
ledge of a decedent. Here the State is not a protected party but rather 
an opposite party, a taxing unit asserting a claim against a protected 
party, i.e., decedent’s estate. The statute does not prevent a protected 
party from testifying in his own behalf, or from calling other witnesses, 
such as the niece, for that purpose. 
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Amount of Decedent’s Income Tax Deficiency May Be Deducted in 
Computing Taxable Estate 





United States of America v. Helfenbein, United States District Court, N.D. Illinois, 
January 31, 1958 

Just before he died decedent transferred property in trust for his 
children, thereby rendering himself insolvent. Previously an income 
tax deficiency had been assessed against him, and, after his death, the 
Commissioner sought to recover the amount of the deficiency from the 
trustees of the trust. Decedent’s administratrix contended that if the 
income tax deficiency was to be satisfied from trust assets, the amount 
of the assessment should be deducted from decedent's gross estate in 
determining the estate tax due. HELD: The trust assets are liable for 
the payment of decedent's income tax deficiency, but the administratrix 
is entitled to deduct from decedent’s gross estate the amount of such 
deficiency in computing the estate tax due. 


Massachusetts Trustee Need Not Pay Apportioned Taxes of 
New York Estate 





Warfield v. Merchants National Bank of Boston, Massachusetts Supreme Judicial Court, 
February 12, 1958 

Decedent, who died domiciled in New York, had created an inter 
vivos “Massachusetts” trust. Pursuant to a decree of the New York 
Surrogate’s Court, decedent’s New York executor sought to recover from 
the Massachusetts trustee a portion of the federal and New York estate 
taxes paid by him. Decedent's will provided that estate taxes were to 
be paid from her residuary estate, but not taxes on transfers made prior 
to death. The trust instrument provided that it could be amended or 
revoked by the grantor-decedent, and provided further that the trustee 
was not required to pay administration expenses of the estate. HELD: 
The Massachusetts trustee need not pay his share of the apportioned 
estate taxes. “Extraterritorial effect is not to be given to the tax appor- 
tionment statutes of other states against trust property the situs of which 
is and always has been in Massachusetts.” Moreover, decedent's will 
did not in any way operate to amend the trust, and the trust by its very 
terms does not require the trustee to pay apportioned estate taxes. 
Neither does the Federal Internal Revenue Code create a right of 
apportionment against the trust assets. 
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Facts Evidencing Living Motives Rather Than Contemplation of 
Death 





Estate of Ackel, Tax Court of the United States, February 25, 1958 

In 1949, after a lengthy tax controversy, decedent was required by 
the Internal Revenue Bureau to pay additional income taxes. Thereafter 
in 1949 he consulted a tax attorney to see if his income taxes for subse- 
quent years could not be reduced and the attorney advised him to get 
rid of income producing property by making gifts. Accordingly, dece- 
dent made gifts in 1949 to his children and grandchildren. At that time 
he was in good health, vigorous and was never heard to mention death. 
He did not discuss estate taxes when he consulted his tax attorney. 
When decedent died in 1951 it was found that his will was executed in 
1946 and provided for the same distribution of property to his children 
and grandchildren as was accomplished by the 1949 gifts. The Commis- 
sioner contended that the gifts were made in contemplation of death. 
HELD: When a decedent is in good health and wholly unconcerned 
with death and estate taxes, and only interested in reducing his income 
taxes, a transfer in furtherance of that interest is not made in contempla- 
tion of death. The 1946 will merely indicates who the objects of his 
bounty were, and later gifts for different motives are not made in 
contemplation of death simply because they are to the same persons who 
would have received them at the donor’s death. 


Executor’s Deduction for Taxes Paid on Real Property Not Subject 
to Administration 





Revenue Ruling 58-69, 1.R.B. 1958-9, p. II 

Question arose as to the circumstances under which an executor or 
administrator of an estate is entitled to deduct real estate taxes paid 
by the estate on real property not subject to administration. This ques- 
tion is relevant to cases where such taxes are a charge against the 
property at the date of death of the decedent and are paid by the 
executor or the administrator. The above Ruling states that in those 
jurisdictions which require the executor or administrator to pay real 
estate taxes which have become a charge against decedent's real estate, 
the tax so paid is allowable to the fiduciary as an income tax deduction 
for the taxable year in which paid. If the executor or administrator is 
not required to pay the taxes but does so anyway, no deduction is 
allowed. However, in such case, if the payment is on behalf of a 
beneficiary entitled to estate income, and if it is made in lieu of a direct 
payment to the beneficiary, the executor or administrator is entitled to 
a deduction for such payment. 
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Value of Estate’s Right to Share in Post-Death Partnership Income 
Included in Gross Estate 





Estate of Riegelman, United States Court of Appeals, Second Circuit, March 10, 1958 

Decedent had been a member of a law partnership. The partnership 
agreement provided that upon the death of a partner the partnership 
would not thereby be dissolved and that the deceased partner's estate 
would share in the income of the continuing partnership for a specified 
period of time. The Commissioner of Internal Revenue contended that 
the value of payments to be received by the estate for partnership work 
done subsequent to decedent’s death was includible in decedent’s gross 
estate. HELD: Post-death partnership income paid decedent's estate 
is income in respect of a decedent and hence includible in decedent's 
estate. “The payments [to the estate] were not gifts, nor were they 
attributable to anything done by [decedent's] estate. They were the 
fruit of the man’s professional activity during his lifetime; and this is 
so whether the payments are considered to be in the nature of additional 
compensation for services performed by him during his lifetime or are 
considered to be in lieu of the [legal cause of action] to which his estate 
would have succeeded in the absence of a specific [partnership] agree- 
ment.” 


Mere Intention to Change Domicile Insufficient to Charge 
Non-Resident Alien With Federal Estate Tax 





Revenue Ruling 58-70, I.R.B. 1958-9, p. 12 

Decedent, a non-resident alien, visited the United States in 1954 
for pleasure. He stayed six months and during this period certified to 
the federal tax authorities that he was a non-resident alien. He re- 
turned to the United States in 1955 and brought with him a foreign 
car on which, as a visiting non-resident, he did not have to pay duty. 
In March 1956 he went to Canada to obtain an immigration visa in 
order to establish permanent residence in the United States so that 
he could apply for American citizenship. The visa was issued in Canada 
in April, and that month he reentered the United States on his visitor's 
permit and then departed for Europe where he died in July 1956. The 
above Ruling states that “since the decedent never entered the United 
States except as a temporary visitor, he was not domiciled in the 
United States for the purpose of the Federal estate tax. Although the 
decedent may have formed the intent of establishing a domicile in the 
United States, his course of conduct does not support that degree of 
intent necessary to effect a change of domicile, ie., a present intent 
coupled with some affirmative act.” 
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Savings Bank Investment Policy 


During a downturn in business, 
the primary objective of savings 
bank investment policy is the 
maintenance of a satisfactory rate 
of return without undue — 
of liquidity or quality. Liquidity, 
of a re, to be an immedi- 
ate problem when Governments 
and high grade corporates advance 
sharply; under such conditions 
these obligations can be sold with- 
out material loss, or at a profit, to 
raise funds that may be needed. 

On the other hand, when busi- 
ness and interest rates turn up, 
intermediate and long-term bon 
cease to be a reliable source of 
liquidity. Often as not, long-term 
bonds can be sold to provide cash 
only at great loss. . 

What are the surest sources of 
liquidity at all phases of the busi- 
ness cycle? According to Alfred 
J. Casazza, vice president of the 
Savings Banks Trust Co. of New 
York, these can only be cash 
balances and U.S. Government 
securities maturing within one 
year. But when yields on short- 
term Treasuries and other gilt-edge 
obligations fall to low levels, as is 
currently the case, this liquidity 
becomes more costly. Therefore, 
declares Mr. Casazza, a savings 
bank will want to limit its short- 
term security holdings to an 
amount that will, with its cash 
balances, suffice to cope with pos- 
sible net losses of deposits in the 
foreseeable future. Just how much 
liquidity is desirable can best be 
ascertained by gauging the stabil- 


ity of the bank’s prospective de- 
posit trend. 

Bonds and mortgages held by 
mutual savings b have a rela- 
tively long average maturity. 
Accordingly, during a recession 
period when low interest rates 
prevail and investment opportuni- 
ties shrink, the reinvestment prob- 
lem is reduced. However, there 
still remains a stream of funds 
which must find outlets. Deposit 
gains, mortgage amortization re- 
ceipts and security maturities must 
be invested at a time when avail- 
able yields have declined. 

Declining bond yields, continues 
the Savings Banks Trust Co. 
officer, make quality mortgages 
the most effective means of main- 
taining the rate of return under 
current conditions. Furthermore, 
FHA insurance and VA guarantees 
limit the risk of loss on mortgages 
at a time when defaults tend to 
become more common. After 
servicing costs on such mortgages, 
the net return still ranges between 
4.75 and 4.90 per cent. This rate 
of income may be compared with 
the currently available yield on 
long-term Governments of less 
than 3/ percent, and the 3.90 to 
4.25 yields on recently issued high- 
grade corporates. 

The current phase of the busi- 
ness cycle, we are reminded, amply 
demonstrates the value of an 
adequate portfolio of quality 
amortizing mortgages. In the 
face of a downward trend in 
interest rates, a large mortgage 
portfolio sustains earnings. And 
when prosperity lifts interest rates 
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again, mortgage amortization re- 
ceipts can provide a flow of funds 
that can be used to take advantage 
of the better bond investment op- 
portunities that should then be 
available. This explains why sav- 
ings banks have invested over two- 
thirds of their deposits in mort- 
gages, of which nearly three-fifths 
are Government underwritten. 
Today, when mortgage yields are 
holding up relatively better than 
bond yields, many institutions will 
lift their mortgage ratios even 
further. 

Mr. Casazza also notes that 
certain selected bonds and pre- 
ferred stocks still offer fairly at- 
tractive yields to savings banks. 
However, in a cyclical economy, 
he feels that banks will want to 
proceed cautiously in snag | 
long-term bond — upward an 
yields downward. And as yields 
fall to lower levels, he advises that 
increasing consideration be given 
to staggering maturities in antici- 
pation of a subsequent reversal in 
the interest rate trend. Although 
some immediate income must 
sacrificed, this procedure will per- 
mit the bank to take advantage of 
opportunities to reinvest at the 
higher yields that will accompany 
a return of prosperity. 

Mutual savings banks are now 
legally authorized to purchase 
common stocks. Should the busi- 
ness decline depress the stock 
market further, Mr. Casazza 
believes that desirable investments 
will be found among such equities. 
He recommends a program of 
dollar Oe through systema- 
tic purchases of carefully selected, 
continuously analyzed common 
stocks which, in his opinion, is 
bound to produce a handsome re- 
turn over the long-term. 
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Commercial Bank 
Investment Policy 


Commercial banks should not 
invest savings deposits in short- 
term commercial loans, Mr. 
Casazza asserts. The experience 
of recent months has again de- 
monstrated the lack of wisdom of 
such a policy. When business 
declines, such loans are repaid on 
a large scale; also, the interest 
rates charged borrowers are quite 
vulnerable to competitive pressure. 

To conduct a savings deposit 
business on a stable and profitable 
basis, a commercial bank must 
adopt asset allocation techniques, 
comparable to those of thrift insti- 
tutions. If savings deposits are 
mainly invested in long-term 
assets, commercial banks can main- 
tain the rate of return earned on 
such funds during a period of fall- 
ing interest rates. When relatively 
high rates of interest are paid on 
savings deposits and open-market 
interest rates drop rapidly, a profit 
squeeze ensues. A program of 
asset allocation helps avoid such a 
profit squeeze. 

Unlike savings banks, com- 
mercial banks can place part of 
their savings deposits in consumer 
loans. Such loans, incidentally, 
provide a higher rate of return 
than any class of assets available 
to savings banks. 

An effective program of asset 
allocation for savings deposits, 
concludes Mr. Casazza, will re- 
quire many commercial banks to 
increase their mortgage holdings 
substantially. This would sustain 
earnings on such deposits in the 
face of further declines in interest 
rates, especially short-term. Also 
desirable, in many instances, is a 
larger proportion of longer-term 
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corporates and tax-exempts, and 
some well-chosen convertible 
bonds. 

The ability of commercial banks 
to expand short-term loans to 
business in a future boom year 
will, of course, be limited by the 
investment of savings deposits in 
long-term assets. “But it is hardly 
prudent,” comments Mr. Casazza, 
“for banks to sacrifice the stability 
of earnings they need, to conduct 
their savings business on a sound 
basis just to keep in position to 
satisfy more of the credit demands 
of commercial borrowers in the 
next boom.” 


Inventories 


How long can inventory liquida- 
tions continue? 

The record of the past is only of 
limited assistance, says Business in 
Brief, the bi-monthly publication 
of the Chase Manhattan Bank. In 
1949 and 1953-54, inventory 
liquidations continued for about a 
year in each case. It is noteworthy, 
however, that these declines were 
not steady. At first, there was a 
sharp volun decline which 
subsequently tapered off with a 
period of involuntary liquidation. 
The latter episode may be ex- 
plained by the resurgent demand 
which emptied shelves. 

The picture is somewhat differ- 
ent in the current recession, ob- 
serves the Chase Manhattan bank 
publication. “Stocks are being 
worked off at a much faster rate— 
particularly at the manufacturers’ 
level. To be sure, hard goods in 
general appear vulnerable to 
further declines; but major reduc- 
tions have already been effected in 
several lines and there are indica- 
tions that many firms are operating 
on a hand-to-mouth basis. In 
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addition, retail trade inventories 
seem to be in a generally conserva- 
tive position. 

“On balance, it seems probable 
that a good deal of the impact of 
the inventory shift already has 
been absorbed. Short of a further 
major deterioration of business 
conditions, it is difficult to see how 
inventory liquidation could con- 
tinue at current rates much beyond 
mid-year. And it is the rate of 
decline that is paramount, for if 
inventories drop by $600 million in 
one month and by only $400 mil- 
lion the following month, output 
would have to rise by $200 million 
to maintain the same flow of 
goods.” 

In other words, if final demand 
continues to hold up fairly well, a 
slow down in inventory liquida- 
tion could mean a push to business 


in the last half of this year. 
Wages and Inflation 


The “wage-push” is partly re- 
sponsible for our domestic infla- 
tion and the situation is somewhat 
similar in Great Britain, as indi- 
cated by a study of the Council on 
Prices, Productivity and Incomes. 
There, responsibility for roughly 
one half of the post-war price rise 
per unit of consumer goods is 
attributed to extra wages. 

Both here and in the United 
Kingdom, trade unions, which have 
partly based their case for higher 
wages on preceding rises in the 
cost of living, have forced up costs. 
These powerful organizations, sug- 
gests the April New England 
Letter of the First National Bank 
of Boston, may be expected to 
continue their efforts beyond the 
point that productivity would seem 
to justify. 
Assume that organized labor 
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uses its power to force uneconomic 
wage increases and that wages 
continue to rise beyond the level 
justified by increased productivity. 
Under such circumstances, some 
groups will receive more than their 
share of the fruits of our economy. 
Obviously, this has to be at the 
expense of other elements in the 
community, who would receive 
less. 

“At some point,” warns the 
Letter, “this process must reach a 
climax, and here lies the threat that 
our enterprise system will break 
down, and bring greater interven- 
tion by Government. Before this 
happens, perhaps—as some are 
beginning to suggest—management 
should refuse to grant wage de- 
mands_ which prolong the 
wage-price spiral, even at the risk 
of some strikes. For American 
business to allow its costs to con- 
tinue even higher threatens its 
position not only at home but also 
in world markets, and weakens our 
hand in the crucial struggle of 
the West.” 

Member Bank Statistics 
As A Guide To Business Activity 

Although the Weekly Reporting 
Member Bank Series of the Fed- 
eral Reserve System might easily 
be construed as an important indi- 
cator of business conditions, such 
is not the purpose of these statis- 
tics. Purely and simply, they are 
nothing more than a measure of 
banking operations. 

Nevertheless, as the Monthly 
Review of the Federal Reserve 
Bank of San Francisco points out, 
the line of distinction between 
purely banking statistics and indi- 
cators of general economic activity 
tends to become blurred. Because 
banking is such an integral part of 
the general scheme of production, 
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the movement of banking data 
follows a path roughly parallel to 
that of the level of business ac- 
tivity. 

The Monthly Review does, 
however, summarily outline the 
following relationships which have 
been found to exist between the 
current banking series and certain 
indicators of business activity. 

1—Total loans and business loans 
of reporting banks show a tend- 
ency to lag behind downturns in 
general activity. 

2—Comparing the Weekly Re- 
porting Member Bank Series and 
business upturns, no significant 
relationship is found to exist. 

3—Business loans and total loans 
turn down after industrial stock 
prices, wholesale prices of com- 
modities and the index of indus- 
trial production. 

4—Industrial share prices gen- 
erally turn down before loans for 
carrying securities and _ usually 
turn up before an uptrend in 
security loans is witnessed. 

5—Business loans tend to lead 
inventories. 

Movements in the WRMBS are 
a poor tool to use alone as a basis 
for forecasting changes in the 
direction of business activity. This 
does not adversely reflect on the 
integrity of the series, but rather 
on the fact that this data is not 
published with idea of forecasting. 

Covering this series and a good 
deal of more ground, the Review 
observes: “The techniques used in 
foretelling future events in the 
affairs of men have come a far 
piece since the Etruscan oracles 
predicted the future by examining 
the entrails of the sacred geese, 
but even now as then there is no 
single easy answer to complex and 
compelling questions.” 





, ee said good-by to the 
bride who was once your little girl, and to that 
handsome boy who is now your son. The youngsters 
are on their own: and so, after twenty-odd years, are 
you! Now is the time to think of yourselves— your pleas- 
ures, your security, your eventual retirement. A good 
time to start putting part of your savings away in safe, 
sure, United States Savings Bonds. Where nothing can 
touch your principal. And where your money earns 34% 
when bonds are held to maturity. Series E Bonds grow in 
value, year by year—and Series H Bonds pay you interest 
twice a year. Whichever you choose, start your bond pro- 
gram today! When financial independence counts, count 
on U.S. Savings Bonds! 
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